




























THE 
UNIVERSITY OF CHICAGO LAW REVIEW 
VOLUME 6 APRIL 1939 NUMBER 3 


THE PERSISTENCE OF CHITTY 
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‘ ‘ Y ITH the opening of the September, 1936, term of court a new 
system of assigning law cases was inaugurated by the Circuit 

Court of Cook County. Prior to that time each judge had his 

own calendar. As new cases were filed during the year, they were assigned 
in rotation on the day of filing. All motions were presented to the judge 
upon whose calendar the particular case appeared. Under the new system 
no assignment is made until a case is actually ready for trial. All motions 
preliminary to trial are heard by a “motion judge.’’ After issues are 
joined, either party may serve a trial notice which, in the absence of objec- 
tion, places the case upon a trial calendar. In due course it is called by 
the ‘‘assignment judge” who, the parties being ready, assigns the case 
for trial to the first judge free to hear it. All questions relating to practice 
and pleading in law cases are presented to the motion judge who disposes, 
on an average, of seventy matters a day. A large number of final judg- 
ments are entered on the pleadings or on motion for summary judgment. 
While in law school I was particularly interested in the study of plead- 
ing. In addition to the regularly assigned work on the subject I managed 
to read the whole of Chitty, and although thirty-five years had passed 
since my reading of it, I still imagined that I remembered all that I had 
learned from that eminent authority. I thought I knew Chitty by heart. 
Recently I had occasion to sent to the library for Chitty. It came in two 
volumes—one of text and one of forms. Upon turning over the pages of 
the first volume I became alarmed by the evident failure of my memory. 
With the exception of the forms of action and some elementary rules gov- 
erning parties and pleadings, there was little in the book familiar to me. 
The fear that my memory was failing was soon allayed by an examination 
of the physical condition of the two volumes which furnished demonstra- 
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tive proof that I had not been alone in the neglect of the classic author. 
The entire bar seems to have been guilty of the same neglect, for although 
the edition consulted was printed in 1883 and the leaves are so brittle 
that the edges break upon the slightest bending, the first volume, the 
text, appears as new as if it had never been used, but the second volume, 
forms, has hardly a solid leaf left. 

Had this discovery been made before 1933 when some of us were 
traveling through the state urging support for a new practice act, our 
task would have been much lighter. At every meeting we were met by 
loud and earnest protests on the part of graying gentlemen who looked 
upon us as a band of revolutionaries seeking to overthrow an American 
institution—Chitty—second in sanctity only to the Constitution of the 
United States! One gentleman, in all earnestness, proclaimed that 
Chitty, to the lawyer, ranked in dignity next to the sacred books of the 
Bible. If the two volumes I speak of could have been exhibited for com- 
parison, how eloquently they would have testified to the fact that it was 
not Chitty’s learned dissertations on the law of pleading that this protest 
held in reverence—that, instead, his collection of forms was the indispens- 
able institution. 

The Civil Practice Act is not responsible for the repudiation of Chitty 
to the extent with which it is charged. Much had been repealed by the 
old Practice Act and much more by the simple and painless process of 
obsolescence. Apart from the broad rules governing parties and forms of 
action, the general run of practitioners knew little of what remained vital 
in Chitty. In fact, few lawyers were thoroughly familiar with the pro- 
visions of the old practice act. Like amateur musicians, they practiced 
“by ear,” and form-books constituted their main stock in trade. Now 
and then a scholarly lawyer did present a point of pleading, supported by 
Chitty, which to the court appeared as novel, only to have the opposing 
lawyer derisively meet the argument with the thrust “technicality.” If 
the adoption of the new practice act did nothing more than compel the 
lawyers of Illinois to read it, it served a useful purpose. 

This article is not presented as a critical review of the Civil Practice 
Act. No attempt is here made to examine decisions of this or any other 
jurisdiction. These pages are limited to a few observations upon the ques- 
tions arising under the act with which the misi prius court is most fre- 
quently confronted before trial and some phases of the act which are 
suffering from non-use. 

The law journals abound with excellent disquisitions on unnumbered 
legal questions, but the source materials of all these are the judgments of 
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reviewing courts. Seldom does one find an article devoted to problems as 
they appear to and are resolved by the misi prius courts. Our law schools 
do little to prepare their students for their tasks in the only courts before 
which they are likely to appear during the early years of their practice. 
Instruction is limited, perhaps necessarily, to the study of cases decided 
by the reviewing courts. The student is taught not so much how to ferret 
out the rules of law from the decisions as to acquire the method of ap- 
proach to and solution of problems by such reviewing courts. As a prac- 
ticing lawyer he continues in the same course. He prepares his cases for 
the trial court in the only way known to him, either by finding reported 
cases identical with his or, especially in the pleading stage, by bending 
and twisting his case until it fits into a mold cast by a former opinion. 
How his case will look through the eyes of the trial judge, even if pre- 
sented according to a carefully worked out plan, he does not stop to con- 
sider, and, of course, it is only in the rare case that nothing happens in 
the course of the hearing to upset his plans. 

The reviewing courts and the trial courts are related to each other in 
much the same way as is the toolmaker and the carpenter who uses the 
tools. Consciously or unconsciously, each court gives consideration to 
matters which the other does not. A court of last resort, while concerned 
with the justice of a decision as applied to the merits of a particular case, 
cannot escape consideration of the precedent it is establishing. This is 
particularly true of the courts in common-law states. Whatever may be 
said of the Supreme Court of the United States as not being a policy- 
making tribunal, the highest state courts are constantly making policy. 
They shape and re-shape the law. At one term the policy of comparative 
negligence is accepted and at the next term the court changes its mind 
and (without legislative assent) adopts a policy of contributory negli- 
gence. One year it decrees that the power of a trustee is limited to the 
terms of his deed, the next year that the terms may be enlarged, con- 
tracted or varied in the interest of conserving the trust estate. There is 
no vice in this—on the contrary, that is as it should be—but it has no ap- 
plication to the trial court. The decisions of that court do not establish 
controlling precedents and, therefore, it seldom considers the effect of a 
particular judgment upon the future state of the law. It deals with 
myriads of questions as living, concrete, momentary problems which it 
disposes of, so to speak, ‘‘on the run.” In the absence of fixed law the 
trial court, whether it admits it or not, looks to its own sense of justice, 
and the lawyer who has planned his case according to methods found in 
the reports is often bewildered by and astonished by the result. Neverthe- 
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less, it is the trial courts that stand out as the great social agencies ad- 
ministering justice. Less than one per cent of the judgments of the trial 
courts of record ever reach the reviewing courts. Less than four per cent 
of the judgments of the Circuit and Superior Courts of Cook County, 
which deal only with the more important cases (law cases under $1,000 
are almost exclusively tried in the Municipal Court) are reviewed. Out 
of some twenty-six thousand cases decided annually by those courts, 
about eight hundred are appealed. When we consider the multitudinous 
orders of those courts relating to questions of pleading and practice, we 
find that not one in a thousand is reviewed. 

The neglect of the law schools as regards the preparation of their stu- 
dents for work in the trial courts, and the failure of practicing lawyers to 
prepare their cases (when they do prepare) in the light of the trial court’s 
problems and experience, takes away something of real value from the 
healthy growth of the law. Instead of the law’s development flowing, as 
it should, from the experience of the judges who deal with the bulk of 
litigation and who can see the administration of justice in its totality, it is 
fed by nutrition manufactured in the limited laboratory which examines 
only isolated—even though important—cases. 

The infirmity of this system is illustrated by an analogous situation in 
the development of our penal system. The legislators, in adopting or re- 
jecting penal measures, generally ignore the fund of experience gathered 
by the judges who listen to thousands and tens of thousands of criminal 
cases, but formulate their ideas from newspaper reports of sensational 
cases. These represent an infinitesimal fraction of the total volume and 
usually contain exceptional elements which make them good newspaper 
copy. Yet they dominate public and legislative thinking on the subject. 

Equally, the sensational cases (those published in reports) fix the law 
for the thousands and tens of thousands of cases in which the exceptional 
elements which brought the former to the reviewing courts are lacking. 

All the foregoing may appear irrelevant to a discussion of certain phases 
of the practice act, or as an apology for engaging in such a discussion 
solely from the viewpoint of a trial judge, but it is neither. The purpose 
of this rather lengthy introduction is to emphasize the need of studying 
procedural law primarily with a view of interpreting it according to the 
needs of the nisi prius courts, not alone because of the great volume of 
cases in which they function as courts of last resort, but also because pro- 
cedural rules constitute that portion of the law which is intended to meet 
the practical requirements of those courts and in the consideration of 
which many elements enter which are entirely absent when a particular 
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question reaches a reviewing court. These elements may be relatively un- 
important, but they, nevertheless, color the attitude of the trial judge to 
a marked degree. 

A few illustrations will suffice: The Circuit Court of Cook County dis- 
poses of approximately thirteen thousand cases a year. Only twelve local 
judges are available for the work (of the twenty judges of that court, four 
sit in the Appellate Court, three in the Criminal Court and one in the 
Juvenile Court). Country judges are not always to be had, they are not 
looked upon with favor by the bar and, above all, their number is limited 
to the number of court-rooms available. In these circumstances, reason- 
able dispatch of business by the judges is imperative if the calendars are 
to remain fairly free from congestion. Economy of time is a major con- 
sideration. To burden the judges with time-consuming complaints con- 
sisting of seven or eight counts, covering fifteen or more sheets of reading 
matter, when one count written on three sheets would not only suffice 
but serve the purpose better, is looked upon by the judges as indefensible. 

The same is true of chancery decrees containing thirty or forty pages 
of recitals of fact which weaken the force of the decree and violate the 
spirit of section 64 of the Civil Practice Act. When told to rewrite the 
offending decree the average lawyer feels abused, but the court considers 
that decrees thus drafted increase the bulk of files to be preserved and add 
to the cost of administration by taking the time of the court to peruse 
them, and by increasing the expense of recording, which, even under an 
economical system of photostating, amounts to approximately twelve 
cents a page. 

Another example of the trial court’s attitude deriving from considera- 
tions of the practical is found in its liberality in allowing written or oral 
interrogatories in proceedings for discovery before trial. The trial judge 
knows that the more frank and full the disclosures are, the more likely 
they are to lead to an amicable settlement of the case. He is influenced 
by this consideration in view of the condition of the court’s calendars. 
The reviewing court would probably never know his motive. Often a trial 
judge will brush aside an objection to the form or time of service of a 
notice. To the lawyer raising the objection that action appears capri- 
cious, but the fact is that since the parties are already before the court, it 
might just as well dispose of the motion and thus save its own time and 
economize the labors of the clerk in the matter of entries on the minute 
book, the docket and the record book. 

If the practical view of any situation taken by the trial court during 
the pleading stage of a case results in added labors to the reviewing 
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courts, that can be remedied by those courts by discouraging appeals on 
such questions when they do not go to the ultimate justice in the case. 
Now that the supreme court has the rule-making power, it need not con- 
cern itself so much with the effect of a decision on a question of pleading 
or practice as establishing precedent. If it does not approve of a particu- 
lar practice in the trial court, it needs only to indicate the desired change 
by a few words in its rules. 

Viewed from the standpoint of the trial courts, the Illinois Civil Prac- 
tice Act has succeeded remarkably well in reaching the good aimed at. 
That aim is specifically declared in section 4 of the act: “This Act shall be 
liberally construed, to the end that controversies may be speedily and 
finally determined according to the substantive rights of the parties,” 
and in paragraph 3, section 33: “Pleadings shall be liberally construed 
with a view to doing substantial justice between the parties.’’ But doing 
substantial justice between the parties does not necessarily mean that 
each case shall be tried on the evidence. Substantial justice may and 
often does require the disposition of a case on the pleading. Every liti- 
gant should have his day or hour in court, as the justice of his case re- 
quires, but none should be permitted to take the time of the court to the 
hindrance and delay of other litigants, with hollow claims or frivolous 
defenses. 

Certain values of the practice act are somewhat dissipated by the re- 
sistance to them on the part of a considerable portion of the bar. Tradi- 
tional practices are directly challenged by the new act and many lawyers 
are struggling valiantly against this attempt to force them to forget 
revered methods of common law practice. Even those time-honored rules 
which admittedly led to repeated injustices, often resulting in the tragic 
loss of meritorious cases—such as that which prohibited amending a 
declaration, after the statute of limitations had run, in which the pleader 
forgot to allege that the plaintiff was in the exercise of due care and cau- 
tion for his own safety, when no one suspected that he wasn’t—even those 
still have their champions. Strange, how evils, if only long enough in- 
dulged in, acquire a degree of sanctity and find numberless advocates to 
proclaim them as rights! 

Despite this resistance, the act is succeeding. Its inherent values are 
compelling respectful acceptance of it by the bar. Those phases of it 
which caused apprehension on the part of its friends and advocates have 
given the least amount of trouble. The innovations in respect of joinder 
of parties, of causes of action, of combining legal and equitable issues, of 
substituting motions for demurrers and special pleas, have, judged by the 
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infrequency with which these questions are presented, given little trouble 
to the bar. Even the prophecies that the reviewing courts would be del- 
uged by cases requiring interpretation of the act have not been fulfilled. 
During the five years since the effective date of the act, the Supreme Court 
has had proportionately fewer cases in which questions of pleading or 
practice alone were involved than during any similar preceding period. 

So far as the misi prius courts are concerned, the most numerous ques- 
tions arising under the act are those dealing with pleading in law cases and 
with discovery. 

In connection with pleading in law cases, several matters occupy the 
attention of the courts daily. The habit of stating a cause of action at law 
as many times and in as many counts as the pleader can conjure up the- 
ories seems to be most deeply rooted in the lawyers’ consciousness. While 
the distinction between law and equity jurisdiction is preserved, nothing 
is clearer than that the most essential reform sought by the Civil Practice 
Act was the establishment of one form of action for all cases—law and 
equity alike—and that the equity system of pleading is favored. Section 
33 provides that “all pleadings shall contain a plain and concise state- 
ment of the pleader’s cause of action, counterclaim, defense or reply.” 
There seems to be no ambiguity in this language and yet it is the rare 
case which conforms. Paragraph 2 of the same section provides: “Each 
separate claim or cause of action upon which a separate recovery might 
be had, shall be stated in a separate count, etc.’” 


Rule 12 of the supreme court is as follows: 


Different breaches of a contract, bond or other obligation, and different breaches 
of duty, whether statutory or at common law, or both, growing out of the same trans- 
action, or based on the same set of facts may be treated as a single claim or cause of 
action, and set up in the same count. 


Rule to provides: 


All matters which, prior to January 1, 1934, were within the jurisdiction of a court 
of equity, whether directly or as an incident to other matters before it or which the 
equity court could have heard so as to do complete justice between the parties, may 
hereafter be regarded as a single equitable cause of action, and when so treated as a 
single cause of action shall be pleaded without being set forth in separate counts and 
without the use of the term “count” in such pleading. 


Rule 11: 


When actions in law and in chancery which may be prosecuted separately are joined, 
the party joining such actions may, if he desires to treat them as separate causes of 
action, plead such causes of action in distinct counts, marked respectively ‘separate 
action at law” and “separate action in chancery.” 


‘In this and subsequent quotations from the act and rules, the italics are added. 
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The purpose of the last provision was to safeguard the trial by jury for the 
law action without depriving the parties of the right to join in one suit the 
law and chancery actions. 

Unless section 33 and Rule 12 are construed as prohibiting splitting up 
actions at law arising out of the same set of facts, the effort of the Civil 
Practice Act to establish only one form of action will miscarry, for Rule 10 
definitely prohibits dividing an equity complaint into counts, and if 
multiple counts under the same circumstances are allowed at law, the 
uniformity aimed at by the act is lost. We shall soon find ourselves decid- 
ing whether a case is in equity or at law by looking to the form rather than 
the substance of the complaint. But the unforgettable forms of Chitty 
and the habits acquired by following them are not to be easily overcome 
by mere statutory provisions. That the nuisance of multiple counts per- 
sists from habit is illustrated by the fact that although virtually every 
complaint in equity presents a more complicated set of facts and asks for 
a greater variety of relief than does any complaint at law, no lawyer ever 
thinks of dividing an equity complaint into plural counts. 

But what happens with the simplest claim at law? A lawyer receives 
the following letter: 


DEAR Mr. Brown: 


In the evening of last September 15th, I was walking eastwardly on the south side 
of Jackson Boulevard, a through street in the City of Chicago, and was carefully 
crossing Hoyne Avenue. It was dark on Hoyne Avenue. On that street, at a short 
distance south of Jackson Boulevard, there was a light-flashing sign warning north- 
bound traffic to stop. An automobile owned and driven by John Jones, running 
northwardly with great speed, without warning, without lights, without slowing down 
or stopping, carelessly or wilfully struck me, whereby I was seriously injured all over 
my body. 

As a result of it I have already spent $300 for medical care and lost more than $1,000 
of income. Some of my injuries are permanent, will require medical care in the future 
and will interfere with my earning power. 

Please bring suit. 


This simple, complete statement of a cause of action against one person, 
arising out of one occurrence, becomes, in the hands of Mr. Brown, a 
complaint of seven counts covering some seventeen sheets of legal cap, 
four counts charging negligence, as follows: (1) violation of the statute 
regulating speed; (2) violation of the statute requiring warning on ap- 
proaching an intersection; (3) failure to have machine under control and 
stop before crossing the boulevard; and (4) absence of headlights; and the 
other three counts being repetitions of the first three, except that each 
charges wilful and wanton conduct instead of negligence. 

This is not an imaginary or isolated complaint. It represents the type 
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of pleading in vogue in a majority of cases before I started striking, on the 
court’s own motion, all such complaints whenever they came to my atten- 
tion. To this day the matter of similar complaints is by no means incon- 
siderable. The question of multiple counts is a matter of daily wrangling 
before the court. Very often an innocent litigant suffers from the insup- 
pressible appetite of his lawyer for repetition and redundancy. To illus- 
trate: Whenever possible, plaintiffs want their cases tried in the state 
courts, while defendants seek to remove them to the federal courts. 
Plaintiff brought suit against four fire insurance companies for the re- 
covery of damages in the sum of $4,000. Under the policies severally 
issued by the four defendants, each was responsible only for a propor- 
tionate share of the loss. Had the complaint consisted of one count, re- 
moval to the federal court would have been denied because two of the 
defendants were local companies and, even if the actions were held to be 
severable on the ground that each policy of insurance was a separate 
contract, the amount involved in each action would have been less than 
$3,000. But the plaintiff chose to file a complaint embodying a separate 
count for each defendant and in each count laid the ad damnum at 
$4,000. He thus admitted the severability of the claims and charged each 
defendant with a liability of $4,000. The order for removal was entered. 

Examples of plaintiffs suffering by filing multiple counts are numerous. 
One further illustration will suffice. A sues B for personal injuries re- 
sulting from an automobile accident. His complaint consists of two counts 
—one charging negligence, the other wilful and wanton conduct. The 
jury finds a verdict for the plaintiff on the wilful and wanton count. The 
trial court, on a motion for a new trial, sets aside the jury’s finding of 
malice and enters a simple tort judgment on the verdict. On appeal the 
case is reversed on the ample ground that the finding of guilty on the 
second count amounted to an acquittal on the first, and that since the 
trial court found (apparently rightly) that the evidence did not justify a 
finding of wilful and wanton conduct, the judgment cannot be supported 
by the second count which failed to allege due care on the part of the 
plaintiff. This reversal would have been avoided had the plaintiff’s com- 
plaint consisted of only one count in which he alleged negligence and in- 
cluded a single paragraph charging in the alternative wilful and wanton 
conduct.? 

It is argued that authority for multiple counts is to be found in section 
34 which reads: “Every complaint and counterclaim shall contain specific 
prayers for the relief to which the pleader deems himself entitled. Such 
relief, whether based on one or more counts, may be asked in the alterna- 


? Ellinger v. Paulson, 295 Ill. App. 620, 15 N.E. (2d) 29 (1938). 
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tive”; and in section 43 which provides: “When a party is in doubt as to 
which of two or more statements of fact is true, he may state them in the 
alternative, or, when they appear in different counts or defenses [whether 
legal or equitable] he may state the counts or defenses which contain them 
in the alternative.” But, read in the light of the specific provision of sec- 
tion 33 that “all pleadings shall contain a plain and concise statement of 
the pleader’s cause of action, etc.,” neither section 34 nor section 43 
justifies more than a single statement of the same cause of action. 

Section 34 refers to cases where different types of relief are sought and 
is not inconsistent with the provision of paragraph 2, section 33 that each 
claim or cause of action upon which a separate recovery might be had shall 
be pleaded in separate counts. Where the plaintiff joins two causes of 
action based on the same set of facts, each claim justifying a different type 
of recovery and he is uncertain as to which claim he will be able to 
sustain, he may state his claim in alternative counts. A good illustration 
is an action based on a breach of contract for the sale of real estate. The 
plaintiff, desiring specific performance, but being uncertain whether that 
relief will be granted, asks in an alternative count damages for the breach. 

Section 43 simply provides for the case of a party who is uncertain as 
to the facts upon which his right of recovery depends. If a different re- 
covery might be had on the basis of different facts, such facts may be 
pleaded in alternative counts. At best, these sections are permissive and not 
mandatory. 

Randall Dairy Co. v. Pevely Dairy Co. is often cited as the reason for 
caution against pleading only one count. In that case the charge was that 
defendant, in pursuit of a plan to destroy the business of the plaintiff, 
slandered the plaintiff and also enticed some of his employes. The court 
held that that amounted to pleading in one count two separate actions 
upon which separate recoveries might be had and reversed the judgment 
on that and other grounds. Granting that two counts were permissible on 
the theory that separate recoveries might be had, it seems clear that the 
case should not have been reversed on the ground that one count was 
insufficient because the two acts complained of were in furtherance of a 
single design and were thus properly pleaded in one count. 

In other states, under statutes similar to ours, the courts have con- 
demned the practice of dividing into numerous counts claims arising from 
the same set of facts.‘ 


. 
3 278 Ill. App. 530 (1935). 


4 Gabrielson v. Hague, 55 Wash. 342, 104 Pac. 635 (1909); Lund v. Salt Lake County, 58 
Utah 546, 200 Pac. 510 (1921); Coleman v. St. Paul, etc., 110 Wash. 259, 188 Pac. 532 (1920). 
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Not only is the splitting up causes of action into numerous counts per- 
sisting, but a pernicious practice is developing under the provisions of 
sections 23 and 24 of the act—the former authorizes numerous persons to 
join in one action as plaintiffs, in whom any right to relief in respect of or 
arising out of the same transaction or series of transactions is alleged to 
exist, and the latter authorizes the joining of any number of defendants 
who, it is alleged, have or claim an interest in the controversy, or in any 
part thereof, or in the transaction or series of transactions out of which the 
same arose or against whom a liability is asserted—by filing complaints 
with as many counts as there are plaintiffs or defendants, as the case may 
be. Each count is in reality a separate and distinct lawsuit and the at- 
tempted joinder is claimed to be effected by clipping together in one batch 
a number of disjointed actions. Not a single count actually joins the 
parties in one cause of action. 

The evil of multiple counts is stressed here not so much because of the 
unnecessary labor it puts upon the court, but rather because of a convic- 
tion that not until we get rid of this type of pleading will the bar seriously 
follow the provisions of the act that a pleading should consist of a plain 
and concise statement. 

While too much pleading is the inveterate habit of the lawyer when 
representing the plaintiff, too little is the invariable fault of the same 
lawyer when he represents the defendant. We learned from Chitty to say 
as much as possible when pleading for the plaintiff and as little as possible 
when pleading for the defendant. The general issue was such a convenient 
instrument that the profession simply cannot give it up without a struggle, 
despite the peremptory provision of section 40 that “General issues shall 
not be employed.” The form of the general issue has disappeared but its 
substance by way of general denials persists unabated. True, this practice 
is often followed, reprehensibly enough, for the purpose of gaining time, 
but much more often it is the result of the convenient habit of giving as 
little information as possible about the defense. 

For some unaccountable reason, plaintiffs’ lawyers quite universally 
neglect filing replies to answers setting up new matter by way of defense 
as is provided by section 32. This has already resulted in disaster to at 
least two cases.$ 

If the establishment of one form of action is the most important reform 
sought to be effected, the discovery innovations of the act stand next in 
line of importance. The bar has not yet taken the advantage of them that 


5 Lewis v. Niemann, ef al., 293 Ill. App. 639, 12 N.E. (2d) 701 (1938) (Abst.); Wiedoeft v. 
Frank Holton & Co., 294 Ill. App. 118, 13 N.E. (2d) 854 (1938). 
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it should. Only recently has it begun to show an appreciation of the value 
of discovery depositions. The careful plaintiffi’s lawyer ought to examine 
the defendant and his witnesses at the earliest opportunity, even before 
the answer is filed, and the defendant’s lawyer ought to examine the 
plaintiff and his witnesses immediately after service of summons. There 
seems to be an unfounded impression that discovery depositions cannot be 
had until issues are joined. There is no basis for this. Such discovery may 
be had for the purpose of preparing the answer or amending the com- 
plaint. 

If full advantage were being taken of the discovery provisions, an in- 
calculable number of cases would be disposed of without taking the time 
of the court. Evidence to support this assertion is abundant. The number 
of settlements outside of court are increasing in a direct ratio with the in- 
creased use of discovery before trial. Lawyers become aware of the 
strength or weakness of their cases from the testimony of the parties and 
their witnesses while the facts are fresh in their minds. They get a record 
of it made before the power of suggestion improves the memories of 
willing witnesses. The same inducement to settlement is discovered which 
previously appeared for the first time after days had been spent in select- 
ing a jury and taking testimony. It is to be hoped that in the interest of 
furthering speedier justice as well as in the interest of its clients, the bar 
will avail itself of these salutary provisions to a far greater extent than it 
does now. 

Rule 17 which deals with discovery of documents and books gives little 
trouble. The only debatable portion of it is the exception contained in 
section 1 of the rule which provides: ‘‘This rule shall not apply to memo- 
randa, reports, or documents prepared by or for either party in prepara- 
tion for trial.’ The main disputes arise over the question as to whether 
statements of parties or witnesses taken before the commencement of the 
suit need be disclosed to the other party. In the absence of guidance from 
the reviewing courts, the exception should be interpreted as embracing 
only such documents as the lawyer or his party makes in preparation for 
the actual trial. Since all parties and all witnesses are subject to oral 
examination before trial, there seems to be no reason for excluding from 
the scope of discovery written statements made by such parties or wit- 
nesses. 

Rule 19 provides for discovery by depositions. The most frequent ques- 
tion raised in connection with this rule is whether it is necessary to 
subpoena a party who is already in court to appear before the notary, or 
whether the court may order him to appear. Where oral discovery is 
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sought under paragraph 1, section 58 of the act which provides: ‘“Where- 
ever a bill for discovery, or interrogatories in a bill for relief, would hereto- 
fore have been available, the same discovery may hereafter be had by 
motion filed in the cause,” there can be no doubt of the court’s power to 
order the parties to appear and testify. But where it is sought under Rule 
19 which provides that it may be had “by deposition before trial, in the 
manner provided by law for taking depositions in chancery cases,” the 
question is not so easily answered. A subpoena, however, is simply a form 
of process, and where the parties are already before the court, there seems 
to be no reason for holding that the court may not order such parties to 
submit themselves for examination. 

By far the most discouraging experience with the taking of oral deposi- 
tions comes from the unprincipled practice of some lawyers of harassing 
the party seeking discovery, by instructing the witnesses not to answer 
certain questions. The only course open to the examiner is to have the 
questions certified to the court for ruling. Often this process is repeated 
several times. No penalty for such abuse is provided. Neither is there 
sufficient provision in the rule defining the powers of the court or the 
extent of its control over the procedure. The new federal rule is a great 
improvement over the Illinois rule. It is to be hoped that our supreme 
court will soon amend its rule by adopting so much of the federal practice 
as could be made to harmonize with ours. 

Another troublesome question is whether depositions taken under Rule 
19 constitute testimony admissible at the trial. The rule provides that 
“Any party to a civil action may cause to be taken, on oral or written 
interrogatories, by deposition before trial, in the manner provided by law 
for taking depositions in chancery cases, the testimony of any other party 
or of any other person, which is relevant to the prosecution or defense of 
the action,” and “When the party or person to be examined is a corpora- 
tion .... the testimony of one or more of its officers. ... may be so 
taken.” The word “discovery” is not present. Moreover, Rule 20 pro- 
vides: “No disclosure as to any matter, whether obtained by complaint 
for discovery or by motion under rules, shall be conclusive, but may be 
contradicted by other testimony.”’ As to discovery depositions, Rule 20 is 
meaningless unless such depositions are to be treated as testimony in the 
case. 

It is regrettable that the bar is slow in taking advantage of various 
valuable innovations introduced by the Civil Practice Act. It was hoped 
that plaintiffs would resort to summary judgment proceedings very fre- 
quently. This has not happened. Neither has the bar seen the value of 
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combining discovery and summary judgment wherever possible by taking 
the depositions of a defendant and when they disclose that the defense 
pleaded is frivolous, attach the testimony to the plaintiff’s affidavit for 
summary judgment. Perhaps if the supreme court would extend to de- 
fendants the right to seek summary judgments, the use of this speedy and 
wholesome method of disposing of cases would become more popular. 

Another neglected provision is section 41. It is as follows: “Allega- 
tions and denials, made without reasonable cause and not in good faith, 
and found to be untrue, shall subject the party pleading the same to the 
payment of such reasonable expenses, to be summarily taxed by the court 
at the trial, as may have been actually incurred by the other party, by 
reason of such untrue pleading.”’ Cases of such false pleadings are numer- 
ous. They appear most frequently in personal injury actions in which 
defendants, almost as a matter of course, deny the agency of the person 
operating the vehicle or, admitting the agency, deny that he was engaged 
in the principal’s or master’s business at the time of the occurrence. If 
such defenses, when false, entailed penalties, they would soon disappear. 

It not being the purpose of this article to analyze the entire Civil Prac- 
tice Act, but merely to record a few impressions from the mind of a trial 
judge, many interesting questions raised by the act have not been touched 
upon. For instance, in the early days of the administration under the act, 
much of the time of the court was consumed by interpretations of section 
46 relating to amendments. The entire subject has now been clarified by 
the recent case of Metropolitan Trust Co. v. Bowman Dairy Co.° As it now 
stands, the statute of limitations is restored to its common-law function of 
preventing suits on stale claims. This function has in the past been over- 
shadowed by using the statute of limitations to defeat just lawsuits, com- 
menced in ample time, whenever the draftsman of the declaration was 
either inexpert or was insufficiently informed upon his facts. 

I have deliberately refrained from citing or discussing the cases arising 
under the act which have been passed upon by the reviewing courts of 
this state, with the exception of Randall Dairy Co. v. Pevely Dairy Co.’ and 
Metropolitan Trust Co. v. Bowman Dairy Co., just noted. These have been 
referred to not only for the purpose of calling attention to the rulings of 
the courts but more particularly because they illustrate the difference 
between a conservative and liberal treatment of the act. The Metropolitan 
case is in harmony with the spirit of the act and definitely conducive to a 
higher type of justice. For, after all, the success of the reforms contem- 


6 369 Ill. 222, 15 N.E. (2d) 838 (1938) aff’g 292 Ill. App. 492, 11 N.E. (2d) 847 (1937). 
7 278 Ill. App. 350 (1935). 
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plated by the act depends upon its interpretation during the first decade 
or two of its life. Resort to previous rulings under the common-law system 
or under foreign codes is likely to be more harmful than helpful. The 
purpose of the act is to discard objectionable or archaic rules of procedure. 
Even where the substance of provisions was borrowed from other jurisdic- 
tions, what seem to be trifling changes in ours were made deliberately with 
a view to avoiding narrow interpretations. 

If we succeed in keeping in mind the spirit of the act and the objects 
sought to be attained by the authors, our improved procedure will be a 
valuable contribution to the administration of justice. We must avoid the 
pitfalls which confront most legal reform measures. In the early stages 
the original objects are kept in mind; then, with the accumulation of inter- 
pretive decisions on isolated questions, these objects are forgotten and 
we embark upon a course of interpreting these decisions rather than the 
act itself. In seeking the legislative intent, let us look forward and not 
backward (to reported cases). By so doing we shall develop a procedural 
system that will do honor to the courts of Illinois. 

We need not forget Chitty if only we discard his outmoded forms. 


THEORIES OF INTERPRETATION IN THE 
LAW OF CONTRACTS 


Maryjorre GrRENE* 


I 


The rules concerning the construction of contracts are so well established as to re- 
quire but brief attention. The object of construction is to ascertain the intention of the 
parties. That intention is to be determined from the language used in the instrument 
and not from any surmises that the parties intended certain conditions which they 
failed to express. Where there is no ambiguity in the language used, from that, and 
that alone, may the intention of the parties be gathered. 

In the construction of contracts for the purpose of ascertaining the intention of the 
parties the court will endeavor, by extrinsic evidence of such facts as the parties had 
in view, to place itself as nearly as possible in their position, so that it may understand 
the language used in the sense intended by them.? 


N THE first of these two statements, it is said to be the object of the 
court to discover the intention of the parties. On the other hand, 
that intention is to be determined solely “from the language used 

in the instrument.’’? But by reason of the abstractive nature of language 
any writing is bound to express actual intent with some degree of inade- 
quacy. All meanings, as Wigmore says, are in some manner “subjective 


and personal” ;‘ and it is always true in some sense—f it is actual intent we 
are after—that the parties have “themselves locked up the idea in the 
words” and so “themselves must furnish the key to unlock it.’’> Why, 
then, if it is looking for motive and intention, does the court exclude all 
evidence but that of the writing itself, which is necessarily inadequate 
evidence of motive and intention? It looks as if, as Williston puts it, 
“the court is endeavoring to find as a controlling factor what . . . may 
be wholly ineffectual’ or as if the court is declining to use the means of 

* Instructor in Philosophy, University of Chicago. 

* Domeyer v. O’Connell, 364 Ill. 467, 470, 4 N.E. (2d) 830, 832 (1936). 

2 Weger v. Robinson Nash Motor Co., 340 Ill. 81, 91, 172 N.E. 7, 11 (1930). 

3 See also: Green v. Ashland State Bank, 346 Ill. 174, 182, 178 N.E. 468 (1931); Emerich 
Outfitting Co. v. Siegel Cooper and Co., 237 Ill. 610, 86 N.E. 1104 (1908); Sigsworth v. 
McIntyre, 18 Ill. 126, 127 (1856); Massie v. Belford, 68 Ill. 290, 291 (1873); The Western and 
Southern Indemnity Co. v. Industrial Comm’n, 366 Ill. 240, 242, 8 N.E. (2d) 644 (1937); 
Mittel v. Karl, 133 Ill. 65, 71, 24 N.E. 553 (1890); Riggin v. Love, 72 Ill. 553, 556 (1874); City 


of Alton v. Illinois Transit Co., 12 Ill. 37, 56 (1850); Pool v. Blakie, 53 Ill. 495, 500 (1870); 3 
Williston, Contracts § 610 (rev. ed. 1936). 


45 Wigmore, Evidence § 2462 (2d ed. 1923). 
SJd., at § 246s. ¢ 3 Williston, Contracts § 610 (rev. ed. 1936). 
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finding what it is presumably endeavoring to find. Nor is the discrepancy 
alleviated by the use of phrases like “expressed intent’’’ or “the true in- 
tent of the contracting parties as expressed in the language of the policy.’’* 
The court is either looking for intent or it is not; and if, as the case cited 
above declares, it is looking for intent, there is at least on the face of it a 
certain oddity in the exclusion of evidence relevant to the determination 
of intent. 

As between the first and second statements, moreover, a second diffi- 
culty emerges. According to one series of opinions it is a primary rule of 
interpretation that, unless a writing is ambiguous, construction is to be 
based solely upon the writing itself without the aid of any extrinsic evi- 
dence. In another group of cases, deriving from equally well-established 
precedent, it is said that “the court will endeavor, by extrinsic evidence 
of such facts as the parties had in view, to place itself as nearly as pos- 
sible in their position, so that it may understand the language used in the 
sense intended by them.’’? But the two doctrines are manifestly incom- 
patible. In the one case the court takes the language of a writing at its 
face value, admitting no extrinsic evidence for the purpose of determining 
its meaning. In the other the court attempts to reconstruct the position 
of the parties at the time and place of the writing, admitting evidence 
of surrounding circumstances for the purpose of determining such mean- 
ing as would attach to the writing at that time and place and under those 
attendant circumstances. 

It would appear, then, that at least in two respects the primary rule 
concerning the interpretation of contracts needs clarification. (I am not 
concerned here with the various subordinate rules of construction, such 
as the rule that every part of a contract should be given effect if possible, 
etc. Such problems as those principles present are wholly dependent upon 
the issue involved in the statement of the primary rule or rules.) In the 
first place, the relation of construction to the determination of actual 
intent needs to be re-examined. Is it true that “in construing a written 


7 Ibid. 


§ The Western and Southern Indemnity Co. v. Industrial Comm’n, 366 Ill. 240, 242, 8 N.E. 
(2d) 644 (1937). 


» This series of cases rests ultimately on the authority of Doyle v. Teas, 4 Scam. (IIl.) 202, 
255 (1843). “‘We find the courts, in all cases, endeavoring by extrinsic evidence, to place them- 
selves, as far as possible, in the position of the contending parties, so that they may under- 
stand the language used, in the sense intended by the parties using it.” Cf. Field v. Leiter, 118 
Ill. 17, 26, 6 N.E. 877 (1886); Whalen v. Stephens, 193 Ill. 121, 134, 61 N.E. 921 (1901); Con- 
way Co. v. City of Chicago, 274 Ill. 369, 374, 113 N.E. 703 (1916); McLean County Coal Co. v. 
City of Bloomington, 234 Ill. 90, 96, 84 N.E. 640 (1908). 
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instrument the great object is to arrive at the intention of the parties”? 
Or does the occurrence of that aim coincide, as is suggested in Benjamin 
v. McConnell," with the occurrence of ambiguous language in the writing 
to be interpreted? And if, as most of the cases indicate, the former maxim 
holds, though we shall have to examine its meaning more closely later, 
what is the basis for the exclusion of evidence of intention? Secondly, if 
extrinsic evidence is excluded in construing a contract, what becomes 
of the principle that the court will “endeavor to place itself in the po- 
sition of the parties’? In some cases, it is true, the latter rule is stated 
as secondary, i.e., as functioning only when the language of the contract 
is ambiguous.” In other opinions, however, it is clearly stated that the 
court will endeavor in all cases to reproduce the circumstances in which 
the contract was executed;™ and in still other instances, it is not clear 
from the language of the opinion whether the rule is operating as a pri- 
mary or an auxiliary principle." 


Il 


When, as in the cases cited, it is stated, first, that the object of con- 
struction is to ascertain the intent of the parties, and, secondly, that the 
court will exclude extrinsic evidence bearing on such intent, it is some- 
times added that the restriction involved in the second statement is 
drawn in order to save the parol evidence rule, 7.e., ‘‘the well settled rule 


that prior or contemporaneous conversations are not admissible to con- 
tradict or vary the terms of a written agreement.’’’s It is said that: 


*° McLean County Coal Co. v. City of Bloomington, 234 Ill. 90, 97, 84 N.E. 640 (1908); 
Peoria and Pekin Union Ry. Co. v. Tamplin, 156 Ill. 285, 40 N.E. 960 (1895). 


™ 4 Gilm. (Ill) 536, 545 (1847). 


Barrett v. Stow, 15 Ill. 423, 424 (1854): “Upon this subject the contract as written is not 
specific, and in order to understand the meaning of the parties, it is proper to ascertain such 
extrinsic facts as the parties had in view at the time the contract was made, in order to ascer- 
tain their true meaning.” Street v. Chicago Wharfing Co., 157 Ill. 605, 613, 41 N.E. 1108, 1112 
(1895). 


"3 Doyle v. Teas, 4 Scam. (Ill.) 202, 255 (1843). Conway Co. v. City of Chicago, 274 IIl. 
369, 374, 113 N.E. 703 (1916): “In construing contracts, courts will always seek to discover 
and give effect to the intention of the parties, and for the purpose of ascertaining such inten- 
tion will endeavor to place themselves in the position of the contracting parties, so that they 
may understand their language in the sense in which they used it.” Cf. Hoffer Oil Corp. v. 
Hughes, 16 S.W. (2d) gor, 904 (Tex. Civ. App. 1929): “‘Whether the language of the contract 
be ambiguous or not, in ascertaining the intention of the parties, the surrounding facts and 


circumstances and the purposes sought to be accomplished by its making should be con- 
sidered.” 


™ McLean County Coal Co. v. City of Bloomington, 234 Ill. 90, 96, 84 N.E. 640 (1908). 
*s Tyer v. Caldwell, 114 Okla. 13, 15, 242 Pac. 760, 761 (1925). 
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while the intention of the parties is sought, it can be found only in their expression in 
the writing. In effect, it is not the real intent but the intent expressed or apparent in 
the writing that controls. The obligation of a contractor depends upon his expressed, 
not his actual intention. . . . The parties are bound by the language used regardless of 
their intent. The terms of the writing are exclusive, and, therefore, a contract may 
have a different meaning from that which either party supposed it to have. . . . Other- 
wise, there would be a disregard of the well settled rule forbidding the introduction of parol 
evidence to contradict the terms of a written contract. 


As a matter of fact, it is of course not “written” but “integrated”’ agree- 
ments for which the parol evidence rule operates. If an agreement is 
written but not integrated it is beyond the scope of the rule; and should 
an agreement be integrated though not written (a theoretical though un- 
likely possibility) it would come within the scope of the rule. An agree- 
ment is integrated, according to the definition of the Restatement, “where 
the parties thereto adopt a writing or writings as the final and complete 
expression of the agreement.’*? What determines integration, therefore, 
is not some particular kind of writing, but the assent of the parties to this 
writing (or, in the rare case, these spoken words) as the full and complete 
expression of their agreement. “If such assent is manifested the writing 
may be a letter, telegram, or other informal document.” The parol evi- 
dence rule, then, is a rule applying to the class of integrated agreements. 
If, therefore, the exclusion of evidence of actual intent is effected to save 
the parol evidence rule, such exclusion will evidently apply only to the 
class of integrated agreements, to which the parol evidence rule applies; 
and in all other cases the court will be free to admit evidence of actual 
intent—if such intent be in fact the object of its search. 

It would appear, therefore, that there are in fact two primary rules 
for the interpretation of contracts: one which holds for all cases to which 
the parol evidence rule applies and one holding for all other cases. It 
would seem, further, from the weight of authority in the cases, that in 
the former class the primary rule operates to the exclusion of extrinsic 
evidence where the meaning of the instrument is clear, but gives way to a 
subordinate rule, admitting such evidence, when the language of the writ- 
ing is ambiguous. Such a multiple standard theory appears on the face 
of it to offer both the source and the solution of our difficulties; and an 
examination of the theory as Williston formulates it should shed some 
light, direct or indirect, on both the questions of the preceding section. 


© Corn Exch. Nat’l Bank & Trust Co. v. Taubel, 113 N.J.L. 605, 609, 175 Atl. 55, 57 
(1935) (italics added). Cf. Kentucky Wagon Co. v. People’s Supply Co., 77 S.C. 92, 57 S.E. 
676 (1906). 

” Rest., Contracts, § 228; 3 Williston, Contracts §§ 631-3 (rev. ed. 1936). Cf. id., at §§ 603, 
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Our immediate question is: Are there in fact two clearly separated classes 
of contracts to which two clearly distinguishable standards of interpreta- 
tion apply? And is there within one of those standards a clear distinction 
between a rule for the construction of clear and unambiguous language and 
a rule for the construction of language that is not clear and unambiguous? 

It should be added that the present question hinges primarily on that 
aspect of the parol evidence rule which concerns ambiguity. Neither the 
problem of the relation of integration to the admissibility of evidence of 
collateral agreements nor the problem of the relation of integration to 
questions of mistake is material to the present issue. It is apparently the 
principle that where there is a writing “the province of construction lies 
wholly within the domain of ambiguity’’** which gives rise to the distinc- 
tion between two classes of cases—or conversely, it is the exclusion of 
parol evidence in cases where the meaning of the writing is “clear” that 
seems to necessitate the establishment of a special standard for agree- 
ments concerning which such exclusion may be effected. What Wigmore 
calls the “clear-meaning”’ rule’? as opposed to the rule on collateral agree- 
ments or mistake is, therefore, the only fraction of the parol evidence rule 
under consideration in the present paper; and by “parol evidence rule” 
I shall here mean the rule that parol testimony (or testimony of prior 
or contemporaneous agreements) is not admissible to alter the plain 
meaning of an integrated writing. According to the multiple standard 
theory, contracts are divided with reference to interpretation into two 
classes. ‘In one division must be put not only formal contracts such as 
sealed instruments and negotiable paper, but also contracts or agreements 
where the parties have manifested assent not merely to the terms of their 
agreement but to a writing or other fixed symbol as a memorial or integra- 
tion of that agreement. In this class must also be put contracts of which 
the law requires a written memorandum In a second division must 
be put all other contracts.’’° To the second class a standard of reason- 
able expectation is applied,” and to the first class a standard of limited 
usage,” except that where the result of applying that standard is ambigu- 


*8 Norfolk Motor Exch. v. Grubb, 152 Va. 471, 478, 147 S.E. 214, 216 (1929). 

*9 5 Wigmore, Evidence § 2462 (2d ed. 1923). 

2° 3 Williston, Contracts § 604 (rev. ed. 1936). 

# “A standard of reasonable expectation, which would attach to words or other manifesta- 
tions of intention the meaning which the party employing them should reasonably have appre- 
hended that they would convey to the other party.” Jd., at § 603; Rest., Contracts §§ 227, 
233 (1932). 

» “A standard of limited usage, which would attach the meaning given to language in a 
particular locality, or by a sect or those engaged in a particular occupation, or by an alien 
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ous the standard otherwise restricted to the second class becomes appli- 
cable here.” 

Presumably, since one standard would be easier to administer than two, 
there is some reason, in principle or precedent, for the multiplication of 
standards; and, as I have suggested, it is primarily the authority of the 
parol evidence rule that seems to provide that reason. Williston says: 

Doubtless it would be simpler if one standard of interpretation could be asserted for 
all manifestations of intention forming contracts or relating to their formation, but 
the parol evidence rule makes it clear that this cannot be done. This rule denies effect, 
where there is a writing to which the rule is applicable, to certain manifestations of in- 
tention which are operative in cases where the parol evidence rule is not applicable. It 


follows that there must be at least two standards by which the meaning of contracts 
or agreements must be tested.*4 


Putting off for a moment the question where, if anywhere, within the 
class of all contracts the operation of the parol evidence rule effects a 
division, or what difference, if any, subsists between the standards opera- 
tive in the sub-classes thus created, one may object, I think, that the 
above argument, in abstraction from the specific subject matter to which 
it is applied, is formally very uncertain. To be sure, the ultimate question 
is the practical one whether the results in two kinds of cases are so differ- 
ent as to demand a difference in the formulation of the principles implied. 
Still, the multiplication of rules, where such multiplication is formally 
unnecessary, is merely confusing—so that the multiplication, if it is to be 
accepted, needs logical justification as against the simpler and hence more 
convenient alternative. And the lack of such justification would seem to 
indicate the inconvenience (though not of course the impossibility) of 
such a plural rule compared with the simpler formulation. With this 
pragmatic issue in mind, then, we may inquire into the logic of the 
present situation. If one is looking for a rule covering a certain operation 
in a given field, and one discovers that there is a related rule relevant to 
the operation in question which restricts, within a certain portion of the 
field, the material on which the rule sought might operate, one infers that 


population or those using a local dialect.” 3 Williston, Contracts §§ 603, 604 (rev. ed. 1936); 
Rest., Contracts §§ 227, 230 (1932). 

*3 3 Williston, Contracts §§ 605, 607 (rev. ed. 1936); Rest., Contracts § 231 (1932). 

4 3 Williston, Contracts § 603 (rev. ed. 1936). This statement is added in the revised edi- 
tion; but it seems to crystallize in explicit form a connection implicit in the whole discussion. 
Cf. the argument of § 607, where two kinds of cases furnishing “exceptions” to the standard of 
reasonable expectation are given: “If the promisor’s justifiable belief were the standard which 
the law adopted it would be applicable to every case. That it is not is evident from the two 


exceptions mentioned.” Formally this argument is identical with or closely analogous to that 
cited above. 
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the general rule becomes under such and such circumstances (namely 
under the circumstances delimiting the portion of the field to which the 
correlative rule applies) totally or partially inoperative. But solely from 
the existence of such exceptions in the operation of a rule is one bound to 
infer that there is no such general rule for the field in question, or that 
there are two totally separate rules for the two sub-fields? Did one in 
fact so correlate difference in rule (or related rule) with rigid division of 
the field, one would have to set up at least a third division among con- 
tracts, corresponding to the cases (involving the use of codes, etc.) in 
which a mutual standard is accepted- -as opposed to the standards both 
of reasonable expectation and of limited usage. Such cases may be limited 
in number, but they do constitute an exception; and if it is true that rules 
are universal for the members of the field they cover, in such fashion that 
where there is an exception there is necessarily a separate rule for the 
separate field thus created, then such a division would certainly be de- 
manded. Williston does not, however, insist on the separation from all 
other agreements of agreements effectively using a mutual language; and 
it therefore seems fair to infer that the parallel argument in the case of the 
parol evidence rule is insufficient, taken alone, to necessitate the division 
of the total class of contracts into two sub-classes differentiated by their 
subjection to different standards of interpretation. It might just as well 
be the case that the parol evidence rule delimits a set of excepted cases 
under a general principle—just as the occurrence of ambiguity is said to 
do under the standard applied to integrated agreements. To be sure, 
Williston’s statement of the variant results that actually follow from the 
application of his two standards constitutes his strongest argument— 
and I shall consider it more fully below. At present I am concerned, how- 
ever, with the first and formal argument; and my point is simply that the 
necessity for a dual standard does not follow analytically from the mere 
existence of a rule “excluding certain manifestations of intention” in a 
certain class of cases. So far, then, logic does not, as Williston suggests, 
compel us to choose the more complex formulation. And, unless we find 
some other reason, convenience would therefore dictate the adoption of 
a single standard. 

It is further asserted, however, that between the class of agreements to 
which the parol evidence rule does not apply and the class to which it 
applies there is a material difference with respect to the relation of the 
words used to the parties using them and the objects designated. It is 
held, in other words, that in these two groups of cases language plays two 
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different roles and is therefore to be interpreted by two correspondingly 
divergent standards. 

In an ordinary oral contract or one made by correspondence, the minds of the 
parties are not primarily addressed to the symbols which they are using; they are con- 
sidering the things for which the symbols stand. Where, however, they incorporate 
their agreement into a writing they have attempted more than to assent by means of 
symbols to certain things, they have assented to the writing as the adequate expression 
of the things to which they agree.’s 


But on the other hand, it has been said that “in every case, the words must 
be translated into things and facts by parol evidence,” or that the process 
of “turning signs and symbols into their equivalent realities” is always 
“to some extent” a necessary one;?’ and thus it would appear that symbols 
have in no case an intrinsic significance apart from their designative func- 
tion. Such statements, as the preceding one (that words must be trans- 
lated into things or signs turned into realities), are, it is true, inaccurate; 
for Blackacre has never been to court, although its designation, “‘Black- 
acre,” appears there frequently. But surely it is true that the court, having 
before it certain symbols in a certain language, endeavors in all cases to 
determine the rules of that language—whether of country, trade, region 
or even, in some cases, individual—with precision and completeness suffi- 
cient to guarantee with a reasonable degree of certainty the identification 
by a reasonable person using that language of the objects or events desig- 
nated by the symbols in question. The court neither brings Blackacre 
into the courtroom nor goes to Blackacre; but it does attempt to connect 
“Blackacre” with a set of descriptive words sufficiently clear and com- 
plete to fulfill the following condition: that if a reasonable person should 
hear and understand the conjunction of that set of descriptive words with 
the word “Blackacre” and should then, perceiving a place fitting the 
description, call it Blackacre, the place so designated would very probably 
be Blackacre. “The minds of the parties’ may, indeed, have been focused 
somewhat more consciously, in the case of an integrated as against a non- 
integrated agreement, upon linguistic as opposed to factual problems; 
but the minds of the parties are no more perceptibly in the courtroom 
than is Blackacre. What the court has before it in any case is not a mental 
process but a set of sentences—whether in an integrated writing, a non- 
integrated writing or writings, or a report of spoken words; and the task 
of interpretation in any of those cases consists in determining univocally, 


*s 3 Williston, Contracts § 606 (rev. ed. 1936). 
* Holmes, J., in Doherty v. Hill, 144 Mass. 465, 468, 11 N.E. 581, 582 (1881). 
27 Cardozo, J., in Marks v. Cowdin, 226 N.Y. 138, 143, 123 N.E. 139, 141 (1919). 
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in the given language, rules for the correlation of the symbols used with 
the objects they designate. As regards the relation of symbols to things 
symbolized there is no material difference between an integration and any 
other group of sentences; and the semantical argument, like the formal, 
appears insufficient to establish the need for a multiple standard of con- 
struction. 

But even if the validity of both the preceding arguments were granted 
—if one admitted the necessity of dividing all contracts, with respect to 
standards of interpretation, into two classes, a division based on the de- 
mand of the parol evidence rule would not correspond to the division 
that Williston actually makes. Yet it was the authority of the parol evi- 
dence rule, as we have seen, that was said to demand the division. 

The parol evidence rule applies to integrated agreements;” and a divi- 
sion of contracts into two classes should, if based on the scope of that rule, 
include in one sub-class all integrated agreements and only integrated 
agreements, and in the other sub-class no integrated agreements but all 
non-integrated agreements. Actually, however, the line is drawn be- 
tween the class of all agreements which are either integrated or such that 
a written memorandum is required by law and the class of all other agree- 
ments.”® The first class thus contains some non-integrated agreements, 
while the second class does not contain all non-integrated agreements. 
The criterion of “integration,” it is true, is not precisely determined. Al- 
though the definition of an integrated agreement as one “‘where the parties 
thereto adopt a writing or writings as the final and complete expression 
of the agreement’’** seems at first sight reasonably clear, Williston’s dis- 
cussion of “‘intent”’ as the criterion of integration appears to the present 
writer at least to leave very uncertain the location of the line or shadow 
of a line that is said to separate integrated contracts from all others.* 
But wherever the line apparently demanded by the parol evidence rule 
be drawn, it is clear that that line is not identical with the line drawn 
with respect to interpretation between two classes of contracts. For we 
are told explicitly that the memorandum required by the statute of frauds 
“need not necessarily be an integration or memorial of the contract” ;* 
and we are told explicitly that such memoranda are included with inte- 
grated agreements in the first class of contracts. The reason given, more- 
over, for such inclusion (that “the purpose of the law in requiring written 

28 3 Williston, Contracts §§ 631, 633 (rev. ed. 1936); Cf. §§ 603, 604. Rest., Contracts § 238 
(1932). 

#9 3 Williston, Contracts § 604 (rev. ed. 1936). 

3° J bid. 3 Id., at § 633. 3 Id., at § 604. 
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evidence can be satisfied only if the same standard is applied to mem- 
oranda under the statute as is applicable to written contracts’’)** suggests 
very forcibly that policy rather than theory may dictate the division. 

Nor do the cases cited by Williston fall into classes corresponding to a 
clear theoretical division. If the line between integrated and non-inte- 
grated agreements can be traced at all, it would certainly seem that an 
insurance policy is normally an integrated writing; but Bird v. St. Paul 
F, & M. Ins. Co.,34 Davis v. Highway Motor Underwriters’ and Granger 
v. N. J. Ins. Co. * are instances of insurance cases cited to illustrate the 
rule for “informal” contracts—that is, in Williston’s use of “‘informal”’ 
in this context, for contracts which are neither integrated nor such that 
a written memorandum is required by law. The rule stated in those cases 
is, indeed, Williston’s “informal” rule—the standard of reasonable expec- 
tation; but when a rule is enunciated in the context of a case belonging 
to the class to which that rule is said not to apply, its citation scarcely 
strengthens the argument.*? And conversely, there are citations for the 
other rule (as Logan-Long v. Roger Laudati)* which seem very uncer- 
tainly to fall under the class of agreements integrated or requiring written 
memoranda. Indeed, as we shall observe more closely below, the stand- 
ards stated for the two classes resemble one another so closely that it is 
very possible (as in the instance of Clark v. Lillie)*® to cite the same opin- 
ion in illustration of both rules. 

It looks, therefore, as if it could hardly be the parol evidence rule 
which necessitates the dual standard—-since the classes to which the two 
standards are said to apply fail to correspond to the division effected by 
that rule. 

The crux of Williston’s argument, however, lies in his statement of the 
kinds of cases in which the results reached by applying the local standard 
differ from those reached by applying the standard of reasonable expecta- 

33 Ibid. 

34 224 N.Y. 47, 120 N.E. 86 (1918). 38 120 Neb. 734, 235 N.W. 325 (1931). 

3% 108 Cal. App. 290, 291 Pac. 698 (1930). 


37 See also Danforth v. Chandler, 237 Mass. 518, 130 N.E. 105 (1921), a statute of frauds 
case here cited under the rule for the second class of contracts. 


38 52 R.I. 250, 160 Atl. 199 (1932) cited by Williston as an example of the secondary rule 
that “the standard for oral agreements applies where integrated contracts appear ambiguous.” 
The court there says: ‘‘First of all it should be noted that the letter does not purport to con- 
tain all the terms of the agreement.” Cf. Deutsch v. Pratt, 149 Mass. 415, 420, 21 N.E. 1072, 
1074 (1889), cited 3 Williston § 606 as an example of the principle that contracts of the first 
class exist even though the parties may attach different meanings to the language; Preston v. 
Luck, L.R. 27 Ch. D. 497 (1884). 


3° 39 Vt. 405[(1867). 
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tion—for unless there are important practical differences in the results 
actually issuing from the use of the two standards, the duality would cer- 
tainly appear superfluous. He states: 

The results reached by applying the local standard are the same as would be 


reached by applying the standard applicable where no memorial is made of the agree- 
ment, or apparent agreement, except in two cases— 


(1) where there is such a justifiable difference of belief concerning the sense in which 
the parties used the words as would prevent the existence of a contract had the 
negotiations been informal. 

(2) where the sense which the promisor reasonably supposed the other party would 
attach to his words is one which neither normal usage, nor local or technical usage 
justifies. 4° 


The second exception is clearly based on policy and presents no problem 
with regard to standards of interpretation. The mutual standard is arbi- 
trarily excluded for reasons of policy operating from beyond the limits 
of any theory of interpretation. It is the first exception, then, that is 
crucial. Are there in fact cases in which “justifiable beliefs’ of the parties 
sufficient to establish a contract “had the negotiations been informal”’ 
are rendered ineffective by the operation of the standard of limited usage? 
For the cases cited by Williston in this context the answer is clearly nega- 
tive. In every case the contrast is made not between the “justifiable be- 
liefs” of the parties as to the meaning of the language used and the usual 
or local meaning, but between their actual beliefs about such meanings 
and the beliefs they might reasonably have been supposed to hold. The 
contrast, in other words, is one between actual intention on the one hand 
and the meaning of language as a reasonable man would understand it 
on the other. It is not the justifiable beliefs of the parties but their actual 
beliefs which are ineffective—and those beliefs are ineffective just because 
they are not justifiable—that is, because the parties did not actually give 
to the words they used a meaning which could reasonably be given them. 
In the case most fully cited here it was said “that where a written agree- 
ment has been signed . . . . the fact that the plaintiff has put an erroneous 
construction upon it, and insisted that it included what it did not include, 
does not prevent there being a contract.’ It is clear that it is here the 
actual understanding of the plaintiff which is contrasted to what he ought 
reasonably to have understood by the language used. The same contrast 
appears in every other case cited.” For instance, in Sawyer v. Hovey it 
4 3 Williston, Contracts § 607 (rev. ed. 1936); Cf. §§ 606, 610. 
“ Preston v. Luck, L.R. 27 Ch. D. 497 (1884). 


# Sawyer v. Hovey, 3 Allen (Mass.) 331, 333 (1862), mistake of expression not proved 
clearly enough for reformation; Citizens’ Tel. Co. v. Newport, 188 Ky. 629, 224 S.W. 187 
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is said that “if parties understand an agreement differently, and neither 
of them makes known to the other his construction of it, and it is after- 
wards reduced to writing and duly executed, they are bound, in equity, 
as well as at law, by the terms of the written instrument, which in such 
cases is to be construed by the court.”’*3 Or again, in Woburn Nat'l Bank 
v. Woods: “A party cannot escape the natural and reasonable interpreta- 
tion which must be put on what he says and does, by showing that his 
words were used and his acts done with a different and undisclosed inten- 
tion.”** And in Phillip v. Gallant Church, C.J., declared: 

In the recent case of Smith v. Hughes, cited by the counsel for the defendant, Black- 
burn, J. lays down the correct rule which is, I think, applicable to this case. He says: 
“If, whatever a man’s real intention may be, he so conducts himself that a reasonable 
man would believe that he was assenting to the terms proposed by the other party, 
and that other party upon that belief enters into the contract with him, the man thus 


conducting himself would be equally bound as if he had intended to agree to the other 
party’s terms.’’4 


The above contrast, moreover, between actual intention and the mean- 
ing of language as a reasonable man would understand it (or expect it to 
be understood) is equally to be made in Williston’s second class of con- 
tracts. For it is the standard of reasonable expectation, not an individual 
standard which is applied in such cases; and actual intent is there just as 
ineffective as in the first class of contracts. The rule is clearly stated in 
Clark v. Lillie: 


The law will presume that the defendant meant what his language by its terms and 
under the circumstances in which it was used would fairly be understood to mean, and 
this presumption is a matter of law and not to be rebutted by proof that he intended 
something more or different which he made no attempt to express and which the 
plaintiff neither understood nor had reason to understand.‘® 


It is evidently true for all cases, therefore, and not only, as Williston 
holds, for a restricted group of cases, that “a contract may be created 


(1920); Deutsch v. Pratt, 149 Mass. 415, 21 N.E. 1072 (1889); Mechaber v. Pittle, 270 Mass. 
193, 170 N.E. 52 (1930), individual or mutual standard does not control; Illinois Fuel Co. v. 
Mobile Co., 319 Mo. 899, 920, 8 S.W. (2d) 834 (1928) words apparently creating joint or joint 
and several obligation not effectual by “practical construction”; Woburn Nat’! Bank v. Woods, 
77 N.H. 172, 89 Atl. 491 (1914); Phillip v. Gallant, 62 N.Y. 256 (1875); Sanders v. Cooper, 
115 N.Y. 279, 22 N.E. 212 (1889), action on insurance policy as if reformed improper; suit 
necessary; Brainerd v. N.Y. Central Railroad Co., 242 N.Y. 125, 151 N.E. 152 (1926); John- 
ston v. Patterson, 114 Pa. 398, 6 Atl. 746 (1886); Schunecht v. Robers, 192 Wis. 275, 212 N.W. 
657 (1927). The only case in which the contrast is not clear is Henrietta Mills v. Comm’r, 52 F. 
(2d) 931 (C.C.A. 4th 1931). The question in that case, however, was one of taxation, not con- 
tracts, and it is not strictly comparable with the other cases. 
43 3 Allen (Mass.) 331, 333 (1862). 4 62 N.Y. 256, 263 (1875). 


“77 N.H. 172, 175, 89 Atl. 491, 492 (1914). # 39 Vt. 405 (1867). 
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though each party attached a different meaning to the language used, if 
he had no reason to suppose that his own meaning was not shared by the 
other party.’’4”7 Williston does insist, it is true, that in the class of agree- 
ments including integrations contracts may exist where parties attach 
different meanings to the language “‘no matter how reasonable may have 
been the belief of each.”** But this qualification seems to me to be flatly 
contradicted by the qualification of the sentence quoted just above, which, 
deprived of its double negative, reads: “A contract may be created though 
each party attached a different meaning to the language used, if he had 
reason to suppose that his meaning was shared by the other party’ °—if, in 
other words, the standard of reasonable expectation could be effectively 
applied to the language used. But a case, on the other hand, in which the 
reasonable (as opposed to the actual) beliefs of the parties with regard 
to the meaning of the terms used by them should prove ineffective and 
in which at the same time there should be room for a reasonable interpre- 
tation by the court seems practically and logically very close to incon- 
ceivable. To talk about a man’s “justifiable beliefs” and to talk about 
conduct on his part such that “‘a reasonable man would believe that he 
was assenting to the terms proposed” seems to me clearly to be talking 
about one and the same norm in a slightly different metaphor; and to 
render the first factor ineffective while giving effect to the second would 
seem to mean enforcing at one and the same time two directly contra- 
dictory principles. 

There is, of course, the possibility, as cases like Domeyer v. O’Connell*° 
suggest, that it is more than simply evidence of actual intent which, for 
integrated contracts, the parol evidence rule operates to exclude. Cer- 
tainly some of the cases insist on the exclusion of all extrinsic evidence 
where the language of a writing is “plain.” 

When the question is one of the interpretation of a contract, entire in itself in all 
particulars, it is only when different inferences may fairly be drawn as to the meaning 


and effect of the written language used, that the relation of the parties and the sur- 
rounding circumstances are to be considered by the jury in arriving at their intention.* 


It is clear, however, that if no evidence whatsoever of surrounding cir- 
cumstances be admitted, it is the normal as opposed to the local standard 
which automatically becomes effective in every case—since evidence of 


47 3 Williston, Contracts § 606 (rev. ed. 1936). #8 Ibid. 

49 Ibid. (Italics added). 

5° 364 Ill. 467, 4 N.E. (2d) 830 (1936). 

5s St. Regis Paper Co. v. Hubbs & Hastings Paper Co., 235 N.Y. 30, 36, 138 N.E. 495, 496 
1923). 
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surrounding circumstances is necessary for the determination of trade 
or local meaning. On the face of it the phrase “white selvage’”’ denotes, 
quite unambiguously, white selvage, and unless evidence of usage be ad- 
mitted it cannot be interpreted as designating what in non-trade terms 
would be dark gray selvage.* If no extrinsic evidence be admitted to 
“alter plain meanings,” a case like Kentucky Wagon Co. v. People’s Supply 
Co.,53 in which normal as opposed to local meaning is insisted on, is clearly 
right. If, on the other hand, extrinsic evidence be admitted, not to alter 
meanings but to determine them (and both Williston and the Restatement 
declare emphatically for its admission) ,54 the line between the alleged two 
standards fades on two scores. For it may be maintained, first, as in 
Marks v. Cowdin, that the admissibility of extrinsic evidence is a matter 
of degree, not of kind: “Parol evidence bearing on actual intent is a 
limiting case of extrinsic evidence which is excluded on grounds of pol- 
icy.”55 And it may be held, secondly, that although as a matter of policy 
the explicit exclusion of evidence of intent may perhaps be peculiarly 
important in the first class of contracts (where there is an integration or 
where a writing is required by law), such evidence is actually irrelevant 
for any type of agreement. For in the second class of agreement it is a 
standard of reasonable expectation, not of actual expectation, that is 
applied; and the actual intention of the parties with regard to the lan- 


8 Mitchell v. Henry, L.R. 15 Ch. D. 181 (1880). 


58377 S.C. 92, 57 S.E. 676 (1906): “Conceding it was the usual practice of insurance com- 
panies in general to write policies containing the three-four clause, such practice could not be 
shown for the purpose of contradicting words in agreements entered into by third parties, which 
are free from ambiguity or equivocation; and in their ordinary and usual acceptation have but 
one meaning, as in the case under consideration. This would infringe upon the well settled doc- 
trine that parol testimony is inadmissible for the purpose of contradicting the terms of a 
written instrument.” 

54 3 Williston, Contracts § 629 (rev. ed. 1936); Rest., Contracts § 230. Cf. 5 Wigmore, Evi- 
dence § 2470 (2d ed. 1923). 

58 226 N.Y. 138, 143, 123 N.E. 139, 140 (1919): “In thus identifying the position we are not 
importing into the contract a new element of promise. We are turning signs and symbols into 
their equivalent realities. This must always be done to some extent, no matter how many are 
the identifying tokens. In every case, the words must be translated into things and facts by 
parol evidence. (Holmes, J., in Doherty v. Hill, supra, p. 468; Mead v. Parker, supra, p. 415: 
4 Wigmore on Evidence, sec. 2454). How far the process may be extended is a question of 
degree (Doherty v. Hill, supra, p. 469). We exclude the writing that refers us to spoken words 
or promise. We admit the one that bids us ascertain a place or a relation by comparison of the 
description with some ‘manifest, external, and continuing fact’ (Doherty v. Hill, supra, p. 
469). The statute must not be pressed to the extreme of a literal and rigid logic. Some com- 
promise is inevitable if words are to fulfill their function as symbols of things and of ideas.” 

5 See section III infra; Holmes, The Theory of Legal Interpretation, 12 Harv. L. Rev. 417 
(1899). Evidence of actual intention is relevant, Holmes maintains, only (as in some cases in 
the interpretation of will) where it bears on the objective meaning of the language. 
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guage they use may—even though evidence of it be forbidden only for a 
restricted group of cases—prove just as ineffective in any other case as 
it does in those cases in which the parol evidence rule is said to operate. 
The rule, in other words, becomes trivial in the sense that it excludes, for 
a certain class of cases (and a class which, as was suggested above, is at 
best very uncertainly delimited) a factor which is practically ineffective 
or irrelevant in all cases. 

From all these considerations it would appear that a clear line between 
two classes of contracts governed by distinct standards is difficult to 
draw. But the alleged relation, in the first class of contracts (in which 
there is an integration or a writing is required by law) between a primary 
and a secondary standard is equally perplexing. Where, we are told, 
(and only where) the application of a standard of limited usage produces 
an “ambiguous” result, the standard of reasonable expectation is ap- 
plied.s’ It thus appears that having admitted enough evidence of sur- 
rounding circumstances to make a local or trade or technical meaning 
effective we fall back on a vestige of the “clear meaning’’ rule for another 
distinction apparently as rigid as the one discarded. In view of this dis- 
tinction it becomes necessary to inquire into the meaning of “‘plain mean- 
ings” in order to ascertain at what point the standard of reasonable ex- 
pectation is said to re-enter. As an instance of that standard Williston 
considers in this connection the rule that “when the terms of an agree- 
ment have been intended in a different sense by the parties to it, that 
sense is to prevail against either party in which he had reason to suppose 
the other understood it.”’5* In Inman Manufacturing Co. v. Cereal Co. 
(quoted at length by Williston) McLain, J., in order to elucidate the mean- 
ing of the rule as it occurs in the Iowa code, cites a long series of cases 
illustrating its use as a common law rule. He concludes: 

An examination of the cases already cited will show that the common-law rule has 
been limited in its application to cases in which there has been a controversy arising 
under a contract in ambiguous language, or in which some mistake or uncertainty has 
appeared with reference to the subject-matter to which the language is sought to be 
applied. The rule has never been recognized as authorizing the interpretation of plain 


and unambiguous language of a written instrument in accordance with any other 
meaning than that indicated by the words used in the instrument.s9 


Similarly, the court declared in another Iowa case: 
The principle that, when the terms of an agreement have been intended in a differ- 
ent sense by the parties, that sense is to prevail against either party in which he had 
57 3 Williston, Contracts § 607 (rev. ed. 1936); Rest., Contracts § 231 (1932). 
8 3 Williston, Contracts § 607 (rev. ed. 1936). 
9 133 Iowa 71, 75, 110 N.W. 287, 288 (1907). 
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reason to suppose the other party understood it, has no application to contract 
promises couched and framed in plain and unambiguous words.® 


But what are “plain and unambiguous words’’? Outside court rooms and 
legal treatises words are usually said to be unambiguous when a reason- 
able person acquainted with the natural language in which the words occur 
(in this case English) would without hesitation interpret them in the 
same way in which any other reasonable person similarly equipped would 
interpret them. That is, the words in a writing are unambiguous when 
simply by their occurrence in the document they suggest rules of applica- 
tion so clearly that no alternative to the one obvious meaning presents 
itself. Suppose, however, we accept that interpretation of the phrase 
“plain and unambiguous words.” We should then assent, I suppose, to 
dicta like that of Strong v. Carver: 

It is a familiar principle that, where a written contract is ambiguous and of doubt- 
ful meaning, proof of the conditions and circumstances under which it was made, 
and of the facts to which it relates, may be introduced to apply it properly to the 
subject-matter, and to ascertain the true meaning of its language as it was used by the 
parties..... But this rule applies only where the meaning of the writing would other- 
wise be doubtful. It cannot be applied to contradict the plain meaning of the words.* 


In other words, we are back with the rule for the exclusion of all extrinsic 
evidence where the meaning of words appears unambiguous on the face 
of the document alone—and it becomes necessary, as was indicated above, 
to give effect exclusively to the normal meaning of language as opposed 
to any special meaning which might be shown by evidence of usage or 
other “‘surrounding circumstances.” 

If, on the other hand, as Williston agrees with the majority of more 
recent cases in insisting,” evidence of usage is always to be admitted, 
the word “unambiguous” is evidently not to be taken as meaning plain 
in the context of the writing alone, but plain in the light of the sur- 
rounding circumstances. It becomes necessary, that is, to add a fur- 
ther qualification to the common-sense definition of “unambiguous 
words.” Words are said to be unambiguous when a reasonable per- 
son, acquainted with the natural language in which the words occur, 
and with the circumstances (of professional, geographical, social, or in some 
cases even individual linguistic custom) under which the words were used, 
would without hesitation interpret them in the same way in which any 
other reasonable person similarly equipped would interpret them. That 


% Comptograph Co. v. Burroughs, 179 Iowa 83, 101, 159 N.W. 465, 474 (1916). 
* 197 Mass. 53, 59, 83 N.E. 328, 330 (1907). 
® 3 Williston, Contracts § 629 (rev. ed. 1936); Rest., Contracts § 230 (1932). 
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is to say: words are unambiguous if the linguistic rules holding at the 
time and place in which the words were used are sufficiently well deter- 
mined so that it is clear in what sense anyone using such words at such 
time and place would have reason to suppose another person understood 
them. The dictum of the court in the Jnman or Comptograph cases, then, 
gives us the following information: 


The principle that, when the terms of an agreement have been intended in a differ- 
ent sense by the parties, that sense is to prevail against either party in which he had 
reason to suppose the other party understood it, has no application to contract 
promises couched and framed in words such that, for conditions similar in essentials 
to those of the actually contracting parties, the sense in which one person would have 
reason to suppose another person understood those words is, to an adequate degree of 
certainty, already determined. 


The standard of reasonable expectation, in other words, is not to be 
applied to agreements to which it has already been successfully applied. 

That the restriction of the “secondary” standard to “ambiguous” 
writings is in fact thus trivial is confirmed by the language of the cases. 
In Corn Exchange Nat'l Bank & Trust Co. v. Taubel, e.g., the court is 
painfully involved in the endeavor to follow the distinctions made by 
Williston and the Restatement. The passage relevant to the present ques- 
tion reads as follows: 


The standard of interpretation of an integrated agreement supported by the weight 
of modern authority, is the meaning that would be attached to the integration by a 
reasonably intelligent person acquainted with all operative usages and knowing all the 
circumstances prior to and contemporaneous with the making of the writing, other 
than oral statements by the parties of what they intended it to mean, except where it 
produces an ambiguous result, or is excluded by rule of law establishing a definite 
This has been termed a primary rule of interpretation which is always 
applicable, whether the writing seems clear or ambiguous The underlying theory 
is that as all language will bear “some different meanings,” evidence of surroundings is 
always admissible in the interpretation of integrated agreements, but not for the pur- 
pose of giving effect to an intent at variance with any meaning that can be attached to 
the words. But, however this may be, the propriety of admitting evidence of ex- 
trinsic facts, where the meaning of the instrument is not clearly apparent, cannot be 
gainsaid. Where, as here, general or indefinite terms are employed in the agreement, 
the court may look into the attending circumstances, and avail itself of such light as 
they may afford in ascertaining the true meaning of the language so used 
a situation the Court must regard the relation of the parties and the circumstances un- 
der which the contract was made, and the objects which the parties were thereby striv- 
ing to accomplish. Such an inquiry is not for the purpose of changing the writing, but 
to secure light by which to ascertain its actual significance. . . . . It must always be kept 
in mind that, in an action on the contract, such evidence is admissible only for the pur- 
pose of interpreting the writing—not for the purpose of modifying or enlarging or cur- 
tailing its terms, but to aid in determining the meaning to be given to the instrument. 
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So far as the evidence tends to show not the meaning of the writing, but an intention 
wholly unexpressed in the writing, it is irrelevant.®3 


The only difference that might be said to subsist between the standards 
occurring on the two sides of the fence here laboriously erected is that on 
the one side “oral statements by the parties of what they intended to 
mean”’ are explicitly excluded, whereas on the other side there is a refer- 
ence to “the objects which the parties were thereby striving to accom- 
plish.” That apparent reference to actual intent, however, is clearly 
negated by the further qualification that “so far as the evidence tends to 
show not the meaning of the writing, but an intention wholly unexpressed 
in the writing, it is irrelevant.” It is such meaning as could, under the 
circumstances, be reasonably attached to the writing that is sought in 
all cases; to say that a writing is ambiguous simply means that it is 
more difficult—or that a greater range of data is required—to indicate 
for this writing than for some others what its language might reasonably 
be expected to mean. But what Williston calls the secondary standard 
for the first class of contracts is in fact the primary standard for the 
second class; and if it is difficult to find a distinction between those two 
standards within the first class of contracts, one may at least suspect the 
clarity of the distinction as between the two classes. 

As a matter of fact both the general statements of the two standards 
and the maxims cited in the cases seem rather strikingly to collapse into 
one principle with inessential variants in formulation. Consider Willis- 
ton’s formulation of the various standards. In contracts of the second 
class the standard is one “of reasonable expectation, which would attach 
to words or other manifestations of intention the meaning which the 
party employing them should reasonably have apprehended that they 
would convey to the other party.’’** Now the application of such a stand- 
ard will result, under some circumstances, in giving to language its general 
or normal meaning. Sometimes, on the other hand, a local or trade or 
technical or otherwise limited meaning may prevail, indeed, an even nar- 
rower meaning might seem to define, for certain words, what a person 
would “reasonably expect another to understand” by them, but on the 
one hand “‘mutual” meanings are generally excluded on grounds of policy, 
and on the other hand it seems clear that they would in any case be ad- 
mitted, not in so far as the parties actually intended to employ such 
meanings, but in so far as such meanings correspond to the interpretation 
which a third party under the same circumstances could reasonably attach 

* 113 N.J.L. 605, 609, 175 Atl. 55, 57 (1935). 

% 3 Williston, Contracts §§ 603, 605 (rev. ed. 1936); Rest., Contracts §§ 227, 233 (1932). 


392 THE UNIVERSITY OF CHICAGO LAW REVIEW 


to the language used. In contrast to this relatively flexible standard, then 
—which might result in the interpretation of language in its general, 
local, or sometimes in a mutual or individual sense—we have for the first 
class of contracts the rule that only one of the above meanings, namely 
the local one, is to be given. For contracts in which there is an integra- 
tion or a writing is required by law, the standard is one “of limited usage, 
which would attach the meaning given to language in a particular locality, 
or by a sect or those engaged in a particular occupation, or by an alien 
population or those using a local dialect.’’*s This standard, then, gives to 
language one of the meanings which could be given to it under the less 
specific standard of reasonable expectation. But how, in fact, does such 
a standard operate? In the first place, Williston qualifies the statement 
of the principle by the assertion that the difference between normal and 
local standard is one of degree. And it is clear that where the use of the 
more general meaning causes no difficulty, the court will not go out of 
its way to look for some dialect or trade usage which must be substituted 
for what is for all concerned a perfectly satisfactory interpretation. If 
A contracts to buy B’s white house, and there is no evidence that white 
house is in the language of the real estate business or the dialect of A’s 
or B’s sect or locality anything but what is usually called white in the 
normal English language, the court will not strain itself to discover a 
usage in the textile trade or some other place or profession whereby 
“‘white’’ means dark gray. Where it happens to be the normal rather 
than a peculiarly local meaning of words that defines what the party 
employing such words should reasonably have apprehended that they 
would convey to the other party, it is surely such a general meaning that 
will prevail. Conversely, moreover, the Restatement in its discussion of usage 
declares that usage is inoperative “if either party knows or has reason 
to know that the other party has an intention inconsistent with the 
usage.’”*? That is to say: if, and only if, evidence of usage contributes to 
the determination of the meaning which a person employing certain 
words could reasonably have expected them to convey to another person, 
is such evidence relevant. The local meaning is given to words if, and only 
if, such meaning can be reasonably given; where that is not the case the 
general meaning is used—or even, where policy allows, a mutual meaning. 
To say, in other words, that a “standard of limited usage” is employed 
for agreements where a writing has been adopted, is to say that in many 
cases the application of the standard of reasonable expectation has the 


% 3 Williston, Contracts §§ 603, 607 (rev. ed. 1936); Rest., Contracts §§ 227, 230 (1932). 
% 3 Williston, Contracts § 603 (rev. ed. 1936). 6 Rest., Contracts § 247 (1932). 
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result of attaching “the meaning given to language in a particular locality, 
or by a sect or those engaged in a particular occupation, or by an alien 
population or those using a local dialect.” The relationship is evident in 
Williston’s own statement: “In applying the standard of limited usage 
to integrations, the inquiry of the court should be—What was the mean- 
ing of the writing at the time and place it was made between persons of 
the kind or class who were parties to it?’’®* In other words: what, under 
these circumstances of linguistic custom, would a reasonable person have 
expected another to understand by the language he employed? There 
thus appears to be no need, as Williston finds, for contradicting such un- 
restricted expressions of the standard of reasonable expectation as the 
cases actually present. In Gates v. Megargel, for instance, it is said that “a 
writing is to be interpreted in the sense in which the maker knew or had 
reason to know it would be understood by the party to whom he tendered 
it.” Similarly, it was said by Blackburn, J., in Fowkes v. Manchester etc. 
Ass'n: 

There are rules of construction which, though they may be cited on both sides, 
furnish principles for our guidance; and one of those rules is, that in all deeds and 
instruments the language used by one party is to be construed in the sense in which it 
would be reasonably understood by the other.7° 
Such maxims—and especially the latter, which omits any reference to 
actual understanding—seem to express simply and adequately the stand- 
ard actually applied to all agreements. Nor do they contradict the dicta 
which announce a preference for the local as against the normal standard, 
since, as we have seen, such a preference results, in a given case, from the 
specific application of the more general principle. 

This conclusion is unfortunately obscured, it seems to me, by the addi- 
tion to Wigmore’s four “standards” of an additional standard which is 
in fact of a radically different order.” It would in fact be preferable to 

* 3 Williston, Contracts § 617 (rev. ed. 1936). 

* Gates v. Megargel, 266 Fed. 811, 818 (C.C.A. 2d 1920). 


7 3 B. &S. 917, 929 (1863) (It may be objected that Blackburn is here stating the standard 
of reasonable understanding, as distinguished by the Restatement § 227 from the standard of 
reasonable expectation. That distinction seems, however, to be a very artificial one—for surely, 
since “reasonable expectation” is expectation of “reasonable understanding,” it may be said 
that to construe the language of one party in the sense in which it would reasonably be under- 
stood by a second party in effect is the same as to construe it in the sense in which the first 
party should reasonably expect that it would be understood by the second party. The rela- 
tional field to be analyzed is the same, whether the relation of reasonable expectation or its 
converse, reasonable understanding, be employed as the instrument of analysis.) McMillin v. 
Titus, 222 Pa. 500, 72 Atl. 240 (1909); Ardis v. Grand Rapids Ry. Co., 200 Mich. 400, 167 
N.W. 5 (1918). 


* 3 Williston, Contracts § 603 (rev. ed. 1936); 5 Wigmore, Evidence § 2461 (2d ed. 1923), 
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reserve the title of “standard” for the additional principle, and to call 
Wigmore’s “standards” either so many “languages’’ or so many types of 
“meaning” discoverable by the use of one standard. It is not always ap- 
parent, from words alone, in what language those words occur. The string 
of signs ““God Mad,” for instance, might on the face of it be proclaiming 
in head-line jargon a strange kind of relation between deity and insanity 
or bad temper. The same string of signs, appearing on the window of a 
Danish restaurant, has the same meaning as the English words “Good 
food.” Similarly, it is sometimes the case that within a given natural 
language such as English the same signs have several different meanings 
in different local or professional or sectarian or individual languages. 
And in asking what a person using words at a given time and place 
might reasonably expect another person to understand by those words, 
one is asking, first of all, what language it is in which those words were 
used—whether it is the general language English, or a language common 
to a certain trade or locality or other well-established group, or a language 
common to two or several individuals, or the language of one individual 
alone. The meaning to be reasonably attached to words is, obviously, 
the meaning attached to them in the language in which they are used, 
not the meaning attached to them in some other language. The first 
step in the search for the meaning reasonably to be attached to signs, 
therefore, is the determination of the language to which the signs in ques- 
tion actually belong. Only after that step is it possible, by the formulation 
of the dictionary and rules of that language, to proceed to the actual 
determination of specific meanings—which will, of course, be relative to 
the language in which, by the first step, the words have been found to 
occur. What the standard of limited usage tells us, then, is, first, that the 
language spoken in written instruments is often a local or otherwise limited 
rather than a general one; and secondly, that, in so far as that is the case, 
the meaning given to words by the application of the standard of reason- 
able expectation will often be, correspondingly, local or limited rather 
than “normal.” 
Ill 


The need for a multiple standard, it was suggested at the opening of 
the preceding section, is sometimes presented as a function of the “‘well- 
settled” rule that parol evidence cannot be introduced to alter the terms 
of an integrated agreement. We discovered, however, not only that it 
was extremely difficult to locate satisfactorily a clear line between the 
two classes of contracts thus created; but that when the parol evidence 
rule is taken to exclude evidence of actual intention rather than all ex- 
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trinsic evidence it seems merely to be excluding what is irrelevant in any 
case for purposes of interpretation. It thus appears that the problem is 
created not so much by the exclusion of evidence of intent in certain 
cases as by the insistence of the courts that actual intent has something 
to do with the matter in the first place; and it would be well, therefore, 
to examine more explicitly, in conclusion, the dictum that “the object of 
construction is to ascertain the intention of the parties.’’” 

Language is, as Wigmore says, in some sense “subjective and per- 
sonal.’’?3 The question is whether it is the subjective or personal aspect 
of language with which the law is concerned. And from the repeated as- 
sertions that the great object of interpretation is to get at the intent of 
the parties it would certainly appear that it is. Even a theory of inter- 
pretation as “objective” as Williston’s contains some hints that, while 
unfortunately courts are obliged, for the sake of certainty, to construe 
contracts in terms of expressed not actual intention, it is really actual 
intent that is ultimately important.” But the most emphatic statement 
in this direction is Wigmore’s: 


So long as men are allowed to grant and contract freely, and so long as the law 
undertakes to carry out those acts by enforcement, just so long must the standard of 
interpretation continue to be mobile, subjective, and individual. Mr. Justice Brook 
once thought it “barbarous” that a man should “be assured that whatever words he 
made use of, his meaning only should be considered.” But as the law of today has 
broken with his premise, so it must break with his conclusion. The ordinary standard, 
or “plain meaning,” is simply the meaning of the people who did not write the docu- 
ment. The fallacy consists in assuming that there is or even can be some one real or 
absolute meaning. In truth, there can only be some person’s meaning; and that per- 
son, whose meaning the law is seeking, is the writer of the instrument.’ 


Or again: 


There is no transaction whatever in which, for some idea or other, the parties do 
not use words in a sense of their own. Having themselves locked up the idea in the 
words, themselves must furnish the key to unlock it.” 


It should be evident, however, from the considerations of the preceding 
section, that if it is the purpose of the law to discover such subjective 
meanings, it is a purpose the achievement of which is in practice never 
even attempted. For even in cases beyond the magic circle of the parol 
evidence rule the court endeavors to discover not what the parties meant 


™ Domeyer v. O’Connell, 364 Ill. 467, 4 N.E. (2d) 830 (1937). 

73 5 Wigmore, Evidence § 2462 (2d ed. 1923). 

43 Williston, Contracts § 608 (rev. ed. 1936). 

3 5 Wigmore, Evidence § 2462 (2d ed. 1923). % Td., at § 2465. 
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to say but what they can reasonably be understood to have said. That is 
clear, for example, in the opinion in the Corn Exchange case cited above: 
even where there is “ambiguity”’ it is a standard of reasonable expecta- 
tion, not of subjective intention that is employed. It is clear even through 


the vestiges of subjective language in a statement like that in Woburn 
Nat'l Bank v. Woods: 


A contract involves what is called a meeting of the minds of the parties. But this 
does not mean that they must have arrived at a common mental state touching the 
matter in hand. The standard by which their conduct is judged and their rights are 
limited is not internal, but external. In the absence of fraud or incapacity, the question 
is: What did the party say and do? “The making of a contract does not depend upon 
the state of the parties’ minds; it depends on their overt acts.’”’ It is elementary in the 
law governing contracts of sale and all other contracts, that the agreement is to be 
ascertained exclusively from the conduct of the parties and the language used when it 
is made, as applied to the subject-matter and to known usages. The assent must be 
mutual, and the union of minds is ascertained by some medium of communication. 
A proposal is made by one party and is acceded to by the other in some kind of lan- 
guage mutually intelligible, and this is mutual assent. A person cannot escape the 
natural and reasonable interpretation which must be put on what he says and does, 
by showing that his words were used and his acts done with a different and undis- 
closed intention It is not the secret purpose, but the expressed intention, which 
must govern in the absence of fraud and mutual mistake. A party is estopped to 
deny that the intention communicated to the other side was his real intention.77 


But the principle is most clearly stated, perhaps, in the opinion of Black- 
burn cited above: 


If, whatever a man’s real intention may be, he so conducts himself that a reasonable 
man would believe that he was assenting to the terms proposed by the other party, 
and that other party upon that belief enters into the contract with him, the man thus 
conducting himself would be equally bound as if he had intended to agree to the other 
party’s terms.7® 


To assert as the object of construction, however, what is never actually 
sought in construction is to establish between theory and practice a most 
inconvenient relation, necessitating numerous apologies and reconstruc- 
tions which would be eliminated were the theory built, initially, to ac- 
count for the practice. As it is, in almost every statement of the rules of 
interpretation, a sort of hankering after actual intent seems somewhere 
to insinuate itself, with the effect of confusing what looked like a reason- 
ably clear principle. “Our guide,” says Cardozo in Bird v. St. Paul 
F. & M. Ins. Co., “is the reasonable expectation and purpose of the ordi- 
nary business man when making an ordinary business contract. It is his 


7 77 N.H. 172, 177, 89 Atl. 491, 492 (1914). 
78 Smith v. Hughes, L.R., 6 Q.B. 597, 607 (1871). 
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intention, expressed or fairly inferred, that counts.”’® So far, so good. 
But he goes on to say: “The inquiry for us is how far the parties to this 
contract intended us to go.” The reasoning seems to be somewhat as 
follows: we want to know the intention of the parties—just when they 
actually expected the word in question to apply; but the parties are busi- 
ness men, presumably reasonable business men; therefore to get at their 
intention we look for the linguistic usage of the reasonable business man, 
which will reflect his intention and thus indicate to us indirectly the in- 
tention of the parties—since they are likewise reasonable business men. 
As a matter of fact the situation is almost the reverse of that just de- 
scribed: we want to know the meaning of the words used; the parties are 
business men, therefore we assume that the language used here is that of 
business men; and we proceed to consider the rules of business language 
in order to determine, what, in that language, the words in question 
mean. The circumstances of the actual parties serve, for purposes of 
interpretation, to identify the language in which the instrument is written; 
once that is determined, the problem is simply how a reasonable man 
speaking that language would understand the words in question. The 
actual subjective intention of the parties has, for the purpose of construc- 
tion, simply nothing to do with the matter. From this point of view, 
therefore, a reference to the sense in which a party “knew or had reason 
to know” his language would be understood is either redundant or er- 
roneous. It is solely what he had reason to know that is relevant. 
Significant symbols have at least three aspects. There is the subjective, 
personal meaning of words of which Wigmore speaks: that is, the idea, 
image, or feeling evoked in the individual mind by a certain symbol. 
There is the empirical or semantical meaning of words, that is, their 
reference to external things or events. And there is the formal meaning 
of words, that is, their systematic connection with other words of the 
given language.*® Problems concerning the third factor may arise in the 
field of interpretation when there are apparent contradictions in an instru- 
ment needing resolution; for in general they are co-extensive with the 
problems usually called “logical.”’ But it is, as the much-cited case of 
Doherty v. Hill suggests,** the second kind of meaning that is of crucial 


19 224 N.Y. 47, 51, 120 N.E. 86, 87 (1918). The question is one of the interpretation of the 
phrase “proximate cause” in a fire insurance policy. 

% This division corresponds in part to the analysis of language of C. W. Morris. See: 
Morris, Logical Positivism, Pragmatism and Scientific Empiricism (1937), and Foundations 
of the Theory of Signs, in Foundations of the Unity of Science (1938). Only a portion of his 


“pragmatic” dimension is included in the “psychological” or subjective aspect of symbolism 
referred to here. 


* 144 Mass. 465, 11 N.E. 581 (1881). 
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importance for interpretation. And the first is, in contrast, a matter of 
little if any importance for the law. That conclusion, in direct contradic- 
tion to Wigmore’s theory, is stated in Justice Holmes’ article on “The 
Theory of Legal Interpretation,” which presents, in its entirety, a clear 
and authoritative answer to the perplexities raised at the opening of this 
paper. Speaking of the admission of extrinsic evidence to aid in the inter- 
pretation of a document, Justice Holmes asks: 

Is this trying to discover the particular intent of the individual, to get into his mind 
and to bend what he said to what he wanted? No one would contend that such a 
process should be carried very far, but, as it seems to me, we do not take a step in that 
direction. It is not a question of tact in drawing a line. We are after a different thing. 
What happens is this. Even the whole document is found to have a certain play in the 
joints when its words are translated into things by parol evidence, as they have to be. 
It does not disclose one meaning conclusively according to the laws of language. 
Thereupon we ask, not what this man meant, but what those words would mean in the 
mouth of a normal speaker of English, using them in the circumstances in which they 
were used, and it is to the end of answering this last question that we let in evidence 
as to what the circumstances were. But the normal speaker of English is merely a 
special variety, a literary form, so to speak, of our old friend the prudent man. He is 
external to the particular writer, and a reference to him as the criterion is simply an- 
other instance of the externality of the law.” 

It remains to reconsider briefly our initial questions, as suggested by 
the contradictory dicta of the Illinois cases.** The first conflict, between 
the maxim that “the great object is to arrive at the intention of the 
parties” and the rule excluding evidence of such intention, is resolved by 
the denial of one member of the inconsistent pair. The second question 
concerned the relation between the principle that all extrinsic evidence 
is excluded in construing a contract, and the principle that the court will 
always endeavor, by extrinsic evidence, “‘to place itself in the position of 
the parties.’”” Here again the former principle seems, by the weight of 
authority, to be flatly wrong. It should be added, however, in the light 
of our conclusions, that the alternative rule likewise needs modification 
in the direction of great objectivity. “In the construction of contracts 
(not for the purpose of ascertaining the intention of the parties, but) for 
the purpose of ascertaining the empirical meaning of the language used by 
the parties, the court will endeavor, by extrinsic evidence of such facts 
as the parties had in view, to place itself as nearly as possible in their 
position, so that it may understand the language used (not in the sense 
intended by them, but) in the sense in which a normal speaker of English 
placed in such a position would understand such language or expect an- 
other to understand it.’’*4 
® 12 Harv. L. Rev. 417 (1899). 83 Section I, supra. 
4 See Weger v. Robinson Nash Motor Co., 340 Ill. 81, 91, 172 N.E. 7, 11 (1930). 
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COMMENT 


THE SECURITIES ACT OF 1933, THE MODERN 
CORPORATION AND THE THEORY OF 
FREE ENTERPRISE 


I, INTRODUCTION 


EW DEAL legislation and administration in the field of cor- 
porate finance and management are too often discussed on the 
basis of a general predisposition toward or against “regulation.” 

While it has often been recognized that the modern corporation is a 
central phenomenon in our economy,’ there have seldom been attempts 
to utilize economic theory, or an analysis of the operation of a com- 
petitive, free enterprise system of organization, as an aid in understanding 
and evaluating various kinds of regulatory legislation. Such an analysis is 
here attempted with respect to some aspects of the administration of the 
Securities Act of 19337 by the Securities and Exchange Commission.* 


* See Berle and Means, The Modern Corporation and Private Property (1934). 

2 48 Stat. 74 (1933), 15 U.S.C.A. §77a (Supp. 1938). 

3 To make such an analysis places upon one the obligation of warning the reader of the 
assumptions upon which the analysis rests. 

It is assumed that the system of sanctions which the Securities Act imposes effectively 
insures that persons responsible for the distribution of new securities issues, acting in their 
self-interest, will make that disclosure which the Act contemplates. It is the task of another 
study, therefore, to determine the policy behind loopholes in the liability provisions. 

Even if the assumption be made that the liability provisions are effective to force security 
issuers to comply with the substantive provisions of the Act, there is no great certainty that 
any particular rule promulgated by the commission in aid of the general language of the sub- 
stantive provisions represents “‘the law” with respect to what security issuers must disclose 
or the manner in which they must make disclosure. Except in §17 (with whose administration 
this note is not concerned), the Act only penalizes non-disclosure or omissions of material 
facts (§§ 5, 8, 10, 11, 12, 24). Although the facts which those drafting the Act regarded as 
“‘material’’ to the investor are indicated by the contents of Schedules A and B, it is hardly 
thinkable that courts would hold all of the data required by those schedules to be material. 
The commission only lays down the broad test that a ‘‘material fact’’ is “‘a fact’ which would 
tend “‘to deter the average prudent investor from purchasing the securities in question.”” Mat- 
ter of Howard e¢ al., 1 S.E.C. 6, 8, 18 F.T.C. 626, 629 (1934). Even if one overlooks the diffi- 
culty of differentiating between answers responsive to items in the forms and answers not so 
responsive (cf. Matter of Oklahoma-Texas Trust, Sec. Act Rel. 1563 at 11-12 (1937), aff’d 
100 F.(2d) 888 (C.C.A. roth 1939) with Matter of Metropolitan Personal Loan Co., Sec. Act 
Rel. 1594 at 3, n.3 (1937)), in construing too few items of the forms promulgated by the com- 
mission pursuant to statutory authorization (§19(a)) has the commission held that failure to 
make an answer to an item of a form prima facie constitutes a deficiency (Matter of Nat’l 
Boston Montana Mines Corp., 2 S.E.C. 226, 262 (1937); Matter of Bering Straits Tin Mines 
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A basic problem of any social organization is ascertainment of what is 
the most socially desirable aggregate of material goods and determination 
of the mechanism by which this corpus of wealth may be produced and 
distributed in a manner most in accord with the general welfare. In its 
theoretical formulation of this problem recent Western civilization has 
been greatly influenced by economic theory in the tradition of Adam 
Smith’s Wealth of Nations. Proponents of such theory argue that the 
mainspring of the action of men in society is economic self-interest or “the 
natural effort of every individual to better his own condition’”’;‘ and that, 
if each person in a society is placed in a position which will enable him 
freely to pursue his economic self-interest, the result is to “place every 
productive resource in that position in the productive system where it can 
make the greatest possible addition to the social dividend as measured in 
price terms” and “to reward every participant in production by giving it 
the increase in the social dividend which its co-operation makes possi- 


It is frequently suggested, of course, that actual conditions are widely 


Inc., Sec. Act Rel. 1498 at 7 (1937); Matter of Canusa Gold Mines Ltd., Sec. Act Rel. 1507 
at 10, n.* (1937); Matter of Old Diamond Gold Mines Ltd., Sec. Act Rel. 1576 at 1-2 (1937); 
Matter of Oklahoma-Texas Trust, Sec. Act Rel. 1563 (1937), aff’d 100 F.(2d) 888 (C.C.A. 
roth 1939)), or that failure to present data in the manner called for by the commission’s in- 
structions constitutes a deficiency (Matter of Bering Straits Tin Mines Inc., Sec. Act Rel. 
1498 at 7 (1937); Matter of Ypres Cadillac Mines Ltd., Sec. Act Rel. 1652 at 10-11 (1938); 
Matter of Oklahoma Hotel Building Co., Sec. Act Rel. 1900 (1939)), or that failure to include 
data not responsive to an item of a form does not constitute a deficiency (Matter of Metro- 
politan Personal Loan Co., Sec. Act Rel. 1594 at 3, n. 3 (1937); Matter of Queensboro Gold 
Mines Ltd., Sec. Act Rel. 1617 at 4 (1937); Matter of Kinner Airplane and Motor Corp. Ltd., 
Sec. Act Rel. 1644 (1937); Matter of Ypres Cadillac Mines Ltd., Sec. Act Rel. 1652 at 8-9 
(1938); Matter of South Umpqua Mining Co., Sec. Act Rel. 1694 at 8 (1938); Matter of 
United Combustion Corp., Sec. Act Rel. 1828 at 1, n. 1 (1938); Matter of Oklahoma Hotel 
Building Co., Sec. Act Rel. 1900 (1939); contra: cases cited in notes 133 and 179 infra.) For 
there to be any definite assurance that the facts called for by the forms are regarded by the 
commission as either indispensable or sufficient for prudent investment. In any event, either 
courts or juries will have ultimately to decide what constitutes materiality of misstatement 
or omission. In view of the fact, however, that in over five years of litigation only one stop- 
order proceeding has been reviewed, materiality is as a practical matter an issue for the com- 
mission. To make any progress in analysis of the commission’s activities, it must be assumed 
that the commission’s rules have the force of law, and that the ambit of disclosure which the 
commission deems essential may be found by analysis of its rules and instructions. 

No attempt is here made to offer comprehensive citation of secondary sources. Any effort 
to present more than citations to authority of official or semi-official status would be an inade- 
quate duplication of the bibliography recently promulgated by the commission (Bibliography: 
Securities and Exchange Commission Library (1937)). 


4 Gide and Rist, Histoire des doctrines economiques 86 (2d rev. ed. 1913). 
5 Knight, Ethics of Competition 48 (1935). 
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divergent from those visualized by such analysis. But it has also been 
said that the economic policy formulated by the classical analysis has 
never failed because it has never been tried,® and that the “‘idea of a 
purely individualistic order is a logical device, necessary to separate for 
study tendencies of individualism from those of socialism.’’’? The reason 
for these and similar statements is that in practice the “restraints” upon 
the ideal working of the scheme of free enterprise, the removal of which 
classical economists agree is a proper province of government,® are fully 
as important as the forces actually operating in accord with the theory of 
free enterprise. 

One such restraint arises from the failure of society to approximate a 
condition of perfect mobility of buyers and sellers. The concept of mo- 
bility implies perfect knowledge on the part of any buyer or seller of goods 
or productive services of facts which would render one course of action of 
greater economic benefit to him than any other, and perfect freedom on 
the part of any buyer or seller to adopt immediately that most favorable 
course of action. Imperfect mobility tends to delay or prevent the flow of 
capital into that industry where it will bring the greatest return, and to 
delay or prevent the transfer of capital from less efficient to more efficient 
business units within an industry. To the extent that these consequences 
result, the economic system fails to attain those ends which classical 
economic theory deems desirable. 

Immobility due to lack of knowledge of persons supplying capital to 
business enterprises may result from the failure of such persons to be 
cognizant of all knowable facts bearing upon the advisability of invest- 
ment, or from their failure to be aware of the uncertainties of business 
which they assume by entrusting funds to business enterprise. If one is to 
invest intelligently, he must differentiate between avoidable uncertainty, 
any business risk which is within the power of men to eliminate, and 
unavoidable uncertainty, any business hazard which man is powerless to 
efface. 

The principal aim of the Securities Act is to require that offerors of new 
securities issues make available to prospective purchasers knowable facts 
bearing upon the advisability of purchasing the securities offered. In addi- 
tion, the act requires that the issuers give full information regarding un- 
avoidable and avoidable risk to be borne by the purchasers of the se- 
curities offered. The inferior quality of information which was available 


® Soule, The Coming American Revolution 138 (1934). 
? Knight, of. cit. supra note 5, at 47. 
§ Gide and Rist, of. cit. supra note 4, at 96. 
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to prospective investors prior to the Securities Act,® and the disastrous 
losses which investors suffered in the depression years,’® dictated the need 
of federal legislation to accomplish the aim of adequate disclosure. 


II. THE COMMISSION’S VIEW OF THE SCOPE OF ITS POWER 


If the Securities Act represents an effort to promote a closer approxima- 
tion to a free market for investment capital, it would be expected to re- 
move obstacles to intelligent decisions by investors not only by requiring 
disclosure of material facts and penalizing misstatements but also by 
prohibiting a presentation of accurate information in a form likely to 
mislead. That the commission views its quasi-judicial power™ under the 
Act as a power to give the Act this liberal construction is revealed by its 
opinions on a number of questions. 

Perhaps the closest of such questions is whether or not a registrant may 
include in the answer to an item of the registration statement or in the 
prospectus information which, if it has any effect upon the investor, has 
the effect of misleading him, provided that the registrant includes in close 
juxtaposition information which should enable the average prudent in- 
vestor to give the misinforming data its true significance. On this issue 
the opinions promulgated by the commission are not consistent. On the 
one hand, there are strong dicta in Matter of Herman Hanson Oil Syndi- 
cate* and similar cases"? which imply that the province of the commission 


is merely to require that all material facts bearing upon the significance 


9 See the classic discussion in Ripley, Main Street and Wall Street 208-228 (1929). 


x “During the post-war decade some 50 billions of new securities were floated in the United 
States. Fully half or $25,000,000,000 worth of securities floated during this period have been 
proved to be worthless.”” H.R. Rep. 85 at 2 (73d Cong. rst Sess. 1933). 


™ See Securities Act of 1933, § 8. 


Sec. Act Rel. 1555 at 3 (1937) (valuation by divining rod materially misleading unless 
the registrant reveals clearly and without camouflage that the divining instrument is not con- 
sidered by any recognized authority to be of any use whatsoever in locating oil or other 
minerals). Cf. Matter of La Luz Mining Corp., 1 S.E.C. 217, 218-22 (1935). 


3 An outdated mining report may not be included in the registration statement without also 
including therein corrections of the report which were necessary in the light of facts which were 
known or should have been known between the date of the mining report and the effective 
date of the registration statement (Matter of Franco Mining Corp., 1 S.E.C. 285, 290 (1936); 
Matter of Emporia Gold Mines Inc., 2 S.E.C. 209, 220 (1937); Matter of Nat’l Boston Mon- 
tana Mines Corp., 2 S.E.C. 226, 261 (1937). Cf. Matter of Mining and Development Corp., 
1 S.E.C. 786, 799-804 (1936)). See also Matter of Bering Straits Tin Mines Inc., Sec. Act 
Rel. 1498 at 8 (1937) (“‘. . . . unless clearly informed to the contrary investors are entitled to 
believe that such a figure, [$74,977] on the balance sheet represents cost or ‘value’ arrived at 
by the use of accepted methods of valuation and is not an arbitrary figure.”); Matter of 
American Kid Co., Sec. Act Rel. 1678 (1938) (an estimate of future profit given in a prospectus 
does not meet the requirements of full and adequate disclosure imposed by the Act unless the 
doubtful character of its premise is revealed). But more recently, see Accounting Rel. 4 (1938). 
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of the registrant’s assertion be presented in close juxtaposition to the 
assertion. 

In Matter of West Park Apartments this position has attained the 
dignity of a holding. The holding, however, is entitled to but slight weight 
since the misrepresentation involved was very small, was corrected else- 
where in the registration statement, and was found to be without the 
capacity to mislead. A different view, however, is illustrated in the cases 
holding an appraisal deficient for failure to follow scientific methods." 
The whole trend of the latter cases is toward the view that the commis- 
sion is both to pass upon the truth or falsity of items in the registration 
statement and admit into the statement and prospectus only such asser- 
tions as convey a true impression of the registrant and of its business con- 
dition. The commission has even held, for example, that an opinion 
stated by an expert” is prima facie deficient if the supposed expert had no 
basis for his opinion.'? These cases are arguably reconcilable with the 
Hanson and West Park Apartment cases on the ground that it does not 
appear in any of them that the baseless character of the opinion is fully 
disclosed in close juxtaposition to the baseless statement. This argument, 
however, can hardly be made with respect to the rule that an indication in 
a footnote to a financial statement” or in the accountant’s certificate that 
an item in the financial statement was not arrived at by use of accepted 
accounting principles will not prevent the misleading item from being 
deficient." 

It would seem that the latter of the two positions which we have dis- 


"4 Sec. Act Rel. 1811 at 9 (1938). 8 Note 77 infra. 


%6 For the commission’s concept of the expert see Matter of Gilpin Eureka Consolidated 
Mines, 1 S.E.C. 752, 757 (1936). 


7 Matter of Emporia Gold Mines Inc., 2 S.E.C. 209, 219 (1937). 


*8 The commission has consistently held that an erroneous item in a balance sheet cannot 
be corrected by a footnote to the balance sheet (Matter of Mining and Development Corp., 
1 S.E.C. 786, 798 (1936); Matter of Yumuri Jute Mills, 2 S.E.C. 81, 87 (1937); Matter of 
Queensboro Gold Mines Ltd., Sec. Act Rel. 1617 at 2 (1937)). This conclusion has been reached 
even when the item challenged is the title of an account which is not incorrect but which is 
merely ambiguous, the footnote being used to remove the ambiguity (Matter of Canusa Gold 
Mines Ltd., Sec. Act Rel. 1507 at 6 (1937) (title of account was “‘Mining Property,” footnote 
revealed that the property was held under lease and option). But a footnote is properly used 
to indicate contingencies on which statements in the balance sheet which are presently true 
will be untrue (Matter of Canusa Gold Mines, Ltd., Sec. Act Rel. 1507 at 7 (1937). See Matter 
of Bankers Union Life Co., 2 S.E.C. 63, 68 (1937)); or to indicate that a transaction given effect 
on the balance sheet may be illegal under state law (Matter of Peterson Engine Co., Inc., Sec. 
Act Rel. 1627 at 11-12 (1937)). Cf. Matter of South Umpqua Mining Co., Sec. Act Rel. 1694 
at 6 (1938). 

*9 Accounting Rel. 4 (1938). This ruling assumes additional significance since the com- 
mission formerly held otherwise. See Healy, The Next Step in Accounting, 13 Accounting 
Rev. 1, 4 (1938). 
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cussed is the more reasonable. The words of the statute do not require the 
adoption of the former view;?° and the economic policy of the Securities 
Act seems clearly opposed to its adoption; since a baseless opinion or a for- 
tiori a flatly false statement, if of any influence upon the investor, must in 
most instances misinform him. In any event it has uniformly been ruled 
that, if a deficiency in the registration statement or prospectus is material, 
it may not be corrected by information in another part of the registration 


statement or prospectus” in the absence of permissible cross-reference 
between the items.” 


Other cases which more clearly suggest that the commission views its 
province to be the elimination of anything which may prevent the in- 
vestor from acting in accord with his economic self interest are those in 
which the commission holds that a statement may be deficient, though 
literally true, because the investor is apt to draw incorrect inferences.” 
One group of cases establishing this principle includes those cases in which 
the commission uniformly rules that incomplete presentation of a subject 
may be materially misleading because an investor who reads a statement 
on a given subject may naturally assume that all material facts with 
reference to that subject are presented in that statement. The commis- 


2° 48 Stat. 87 (1933), 15 U.S.C.A. § 77w (1938) says nothing to the contrary. 

21 A misrepresentation or under-estimate of operating cost in a mining report is not cured 
by use of the correct value in valuing assets (Matter of Sunset Gold Fields Inc., 2 S.E.C. 329, 
335 (1937)). A statement in a mining report that a mine contains a certain number of tons of 
‘‘proven”’ ore is deficient when elsewhere in the registration statement facts are revealed show- 
ing that the engineer could not have assigned any tonnage to proven ore following the method 
of appraisal which he followed (Matter of Emporia Gold Mines Inc., 2 S.E.C. 209, 216 (1937)). 
A statement in large type in a prospectus cannot be corrected by a statement in small-type 
even if the latter is made in reasonably close proximity to the former (Matter of Bankers 
Union Life Co., 2 S.E.C. 63, 66 (1937); Matter of National Educators Mutual Ass’n, 1 S.E.C. 
208, 211 (1935)). 

22 Matter of T.I.S. Management Corp. Sec. Act Rel. 1689 at 2-6 (1938). See Regulation C, 
article 3C, General Rules and Regulations, Sec. Act of 1933 at 47-49 (1938). 


23 The source of this doctrine is Rex v. Kylsant, [1932] 1 K.B. 442. This case figured 
prominently in the minds of those drafting the Securities Act. See, for example, Hearings be- 


fore the Committee on Interstate and Foreign Commerce on H.R. 4314 at 11 (73d Cong. 1st 
Sess. 1933). 


4 Matter of Livingston Mining Co., 2 S.E.C. 141, 148 (1937) (‘It is misleading merely to 
state the few facts about properties that are known, without making it clear that many facts 
are unknown, that the records are incomplete, and that part of what has been stated is mere 
guess and we so find’’); Matter of Hanson Oil Syndicate, Sec. Act Rel. 1555 (1937) (statement 
that a “‘big” oil well had been discovered in the vicinity of property belonging to the registrant 
held materially misleading for non-disclosure that the well had begun to produce 80% water 
and had to be cemented back); Matter of South Umpqua Mining Co., Sec. Act Rel. 1694 
(1938) (answer to item asking for sales of securities to the public within two years preceding 
filing of the registration statement held deficient for failure to include all sales); Matter of 
Unity Gold Corp., Sec. Act Rel. 1776 at 11 (1938) (statement that application for registration 
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sion’s zeal to hold deficient possibly misleading assertions which are 
literally true extends not only to true though incomplete statements, but 
to ambiguous statements which are true in only one sense. Consequently, 
a bond may not be given a “dollar” value when it is in fact payable three- 
quarters in cash and one-quarter in stock.** It has even been held, that if a 
registrant states at one point that a certain promoter is a mining engineer, 
it may not state elsewhere that the promoter has spent a certain period of 
time inspecting properties, since the investor may infer that the promoter 
was inspecting the properties as a mining engineer when actually he was 
inspecting them with a view to their purchase.” The unexplained use of a 
word in a sense other than one generally accepted,”’ or the use of a word in 
two senses without making graphically clear the shift in meaning,”* also 
constitutes a material deficiency. 

Other general principles developed by the Securities and Exchange 
Commission tend to reinforce the basic position that the commission 
views its power as one to eliminate anything with any appreciable tend- 
ency to prevent the investor from being fully informed. For example, if 
the registrant constantly repeats and stresses a favorable but only slightly 
material fact,?? an immaterial fact,* or a fact whose relevance the regis- 


of securities with a state regulatory body was “‘withdrawn” or ‘withdrawn without prejudice” 
held materially misleading because the registrant omitted to state that it was its understanding 
that if not withdrawn, the application would be denied). See also Matter of Howard et al., 
1 S.E.C. 6, 10, 18 F.T.C. 626, 632 (1934); Matter of Commonwealth Bond Corp., 1 S.E.C. 13, 
23, 18 F.T.C. 635, 647 (1934); Matter of Avocalon Extension Syndicate Ltd., 1 S.E.C. 657, 659 
(1936). This rule may be applied even though the deficiency appears on the face of the answer 
to the item. (Matter of Unity Gold Corp., Sec. Act Rel. 1776 at 10, n. 19 (1938) (statement that 
option contract was signed by 14 optionees was deficient in giving neither the names of option- 
ees nor the number of shares optioned)). 

*s Matter of Bankers Union Life Co., 2 S.E.C. 63, 66 (1937). 

* Matter of Platoro Gold Mines Inc., Sec. Act Rel. 1807 at 4 (1938). 


27 Matter of Nat’] Educators Mutual Ass’n, 1 S.E.C. 208, 213 (1935); Matter of Oil Ridge 
Oil and Refining Co., 1 S.E.C. 225, 228 (1935); Matter of American Terminals and Transit 
Co., 1 S.E.C. 701, 724 (1936); Matter of Livingston Mining Co., 2 S.E.C. 141, 150 (1937); 
Matter of Rickard Ramore Gold Mines, Ltd., 2 S.E.C. 377, 388 (1937); Matter of Income 
Estates of America, 2 S.E.C. 434, 439 (1937); Matter of West Park Apts. Corp., Sec. Act Rel. 
1811 at 6 (1938). 

28 Matter of Underwriters Group Inc., Sec. Act Rel. 1653 at 14 (1938). 


*9 Matter of Income Estates of America, 2 S.E.C. 434, 443 (1937) (registrant repeatedly 
reiterated in the prospectus the name, functions, and long and successful history of a trustee; 
this was held materially deficient when the trustee was without discretion in connection with 
the investment of the funds in trust and when the registrant was a new and completely un- 
known corporation). 


3° See Matter of Emporia Gold Mines Inc., 2 S.E.C. 209, 220 (1937) (inclusion in prospectus 
of true and optimistic account of mining properties located not less than 1000 miles from those 
of the registrant). 
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trant cannot demonstrate;* if the registrant separates in the prospectus 
facts which would give a less favorable position if placed together; or if 
the registrant presents complex facts in a complicated manner in a pros- 
pectus directed to the financially uninitiate;3* the commission may apply 
the rule that although no assertion is untrue a registration statement or 
prospectus may be found materially deficient because the manner of 
presentation is deceptive.*4 Complex presentation of facts in a prospectus 
is, in any event, discouraged by the rules as to summarization.** 

Even with the fullest possible disclosure and the most ample protection 
against misleading suggestion,** a limbo of uncertainty will necessarily 
remain as to the prospects of the enterprise. Here it is important that the 
investor be made conscious of the risks involved in the enterprise itself 
and of the portion of the risk which he will bear. Such caution is impor- 
tant not only for the purchaser of common stock but also for the purchaser 
of bonds. Seldom will specific security or the investment by stockholders 
furnish complete protection for bondholders; in most cases, in view of the 
limited liability of stockholders, bondholders share the ultimate risk of 
the enterprise. Unless they understand the extent to which they are thus 
entrepreneurs, they are not in position to weigh the return offered them 

3* Matter of Gilpin Eureka Consolidated Mines Inc., 1 S.E.C. 752, 761 (1936). Cf. Matter 
of Nat’ Invested Savings Corp., 1 S.E.C. 825, 829 (1936). 

3? Matter of Austin Silver Mining Co., Sec. Act Rel. 1774 at 6 (1938). 


33 Matter of Nat’l Educators Mutual Ass’n, 1 S.E.C. 208, 215 (1935); Matter of Income 
Estates of America Inc., 2 S.E.C. 434, 445 (1937). 


34 It follows a fortiori that a deficiency which is immaterial may result in a materially de- 
ficient registration statement or prospectus in the event that there are one or more other 
deficiencies in the document, any of which taken alone would be immaterial. (Matter of 
Nat’l Educators Mutual Ass’n, 1 S.E.C. 208, 215 (1935); Matter of Mutual Industrial Bankers 
Inc., 1 S.E.C. 268 (1936); Matter of Income Estates of America, 2 S.E.C. 434, 442 (1937); 
Matter of Austin Silver Mining Co., Sec. Act Rel. 1774 at 6 (1938). Cf. Matter of Metropoli- 
tan Personal Loan Co., Sec. Act Rel. 1594 at 7 (1937) ). 


3s Matter of Underwriters Group Inc., Sec. Act Rel. 1653 at 12 (1938). Cf. Opinions of the 
Director of the Division of Forms and Regulations, Sec. Act Rel. 874 (1936), 1503 (1937), 
1580 (1937); Rule 821, General Rules and Regulations, Securities Act of 1933 at 47 (1938). 


36 The cases which have been cited in this section all tend to establish the proposition that 
in response to any item in a registration form the registrant must avoid placing any statement 
in such form that it will tend to mislead. If the registrant volunteers information not called 
for by the forms he will be held to this same standard. (Cf. Matter of Treasure Hill Extension 
Mines Co., Inc., 2 S.E.C. 134, 138 (1937); Matter of Emporia Gold Mines Inc., 2 S.E.C. 2009, 
216 (1937); Matter of Paper Sales Co. of Detroit, Sec. Act Rel. 1556 at 6 (1937) as amended 
by Sec. Act Rel. 1665 (1938); Matter of Platoro Gold Mines Inc., Sec. Act Rel. 1807 at 7 
(1938); a stop order may issue if the information volunteered does not meet this standard (Cf. 
Matter of Unity Gold Corp., 1 S.E.C. 25, 28, 18 F.T.C. 649, 653 (1934); Matter of Common- 


wealth Bond Corporation, 1 S.E.C. 13, 18, 18 F.T.C. 635, 643 (1934); Matter of Emporia Gold 
Mines Inc., 2 S.E.C. 209, 216 (1937)). 
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against this risk of loss. To the extent that purchasers of securities as- 
sume risks inadvisedly, the benefits of a competitive capital market in 
directing the allocation of resources into most productive channels will 
fail of achievement. The commission, therefore, quite properly takes the 
position that “the investor is entitled to know not only the facts which are 
established; it is frequently more vital for him to be cautioned that there 
are areas of information about which there is considerable doubt.”’37 

To digest the decisions which the commission has rendered requiring 
facts reasonably knowable** with respect to the business enterprise to be 
revealed, would be to deal with the commission’s least difficult and least 
interesting opinions.*® The remainder of this paper, therefore, is a discus- 
sion of those uncertainties inherent in business and the modes of descrip- 
tion of the business enterprise which the commission has adopted as best 
calculated to bring to light such uncertainties. 


III. DISCLOSURE OF UNAVOIDABLE UNCERTAINTY 
VALUATION OF FIXED ASSETS 


The unavoidable uncertainties of business are particularly striking in 
the case of enterprises in which investment in fixed assets bulks large, for 
fixed plant and equipment is in a large measure irrevocably committed to 
the enterprise. Since investment in any fixed asset is usually to be re- 
covered only through the sale of products over the period of the useful life 
of the asset, an accurate valuation of the asset would represent its future 
contribution to product value discounted to present worth. No business, 
however, can make such a valuation because of uncertainty as to the 
future demand for its product.*? Consequently, any balance sheet valua- 


37 Matter of Livingston Mining Co., 2 S.E.C. 141, 148 (1937), followed and approved in 
Matter of Platoro Gold Mines Inc., Sec. Act Rel. 1807 at 5, n. 14 (1938). See also Matter of 
West Park Apts. Corp., Sec. Act Rel. 1811 at 5 (1938). 


3§ Except in answering items which only call for information known to the registrant, the 
registrant must furnish answers embodying all data which might be known at the effective 
date of the registration statement and which was reasonably knowable to the registrant at that 
time. Matter of Howard e¢ al., 1 S.E.C. 6, 10, 18 F.T.C. 626, 632 (1934); Matter of Unity 
Gold Corp., 1 S.E.C. 25, 29, 18 F.T.C. 649, 653 (1934); Rule 502, General Rules and Regula- 
tions, Sec. Act of 1933 at 36 (1938). That this rule is not appreciably different than the com- 
mon law test of negligence appears from those numerous cases which hold that good faith is 
immaterial on the issue of whether or not a deficiency is present. The law of a jurisdiction in 
which the registrant has mining property should reasonably be known to the registrant. 
Matter of Oklahoma-Texas Trust, Sec. Act Rel. 1563 at 14 (1937), aff’d 100 F. (2d) 888 (C.C.A. 
roth 1939). 

39 See, however, note 77 infra. 


«©The uncertainties which persist as causes of profit are those which are uninsurable 
because there is no objective measure of the probability of gain or loss. This is true especially 
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tion of a fixed asset must be unsatisfactory since it conceals the risk that 
the asset will not be realized at any foreseeable amount. 


A. STANDARDIZATION OF CONVENTIONAL MODE OF VALUATION 


The most conservative effort of the Securities and Exchange Commis- 
sion in connection with effecting a proper valuation of fixed assets has 
been an effort at standardization of the definition of certain concepts used 
by accountants to value fixed assets, the purpose of such standardization 
being to give fixed asset accounts, in financial statements of different 
enterprises in the same and different industries, that degree of compara- 
bility in the absence of which the prospects of enterprises competing for 
free capital cannot intelligently be evaluated.” 


of the prediction of demand. It not only cannot be foreseen accurately, but there is no basis 
for saying that the probability of its being of one sort rather than another is of a certain value. 
Situations in regard to which business judgment must be exercised do not repeat themselves 
with sufficient conformity to type to make possible a computation of probability.” Knight, 
Distribution: The Pricing of Productive Services Individually, Syllabus for the University of 
Chicago Second Year Course in the Study of Contemporary Society 224, 249 (1934). 


# The commission has the power to prescribe uniform systems of accounts, uniform modes 
of valuation, and uniform forms of financial statements. 48 Stat. 908 (1934), 15 U.S.C.A. § 778 
(Supp. 1938). The textual discussion is concerned only with the commission’s use of this power 
to standardize the modes of valuing fixed assets and income. See pp. 419-20 infra. Comparison 
of the forms of financial statement promulgated by the commission would doubtless reveal 
extensive standardization of the arrangement of financial statements and of the accounts in- 
cluded in financial statements. It would be found, for example, that unless trade practice is 
to the contrary no asset is a current asset unless it is realizable within a year from the date of 
the balance sheet in which the asset is set forth (Instruction Book for Form A-2 at 31 (1937)); 
and that the registrant may not denominate as paid-in surplus any amount in excess of 
the difference between the par or stated value of the registrant’s stock and the consideration 
which the registrant has received for its stock (Instruction 22, Financial Statement Instruction 
Set No. 1, Form E-1 at 49 (1937); Instruction 22, Instructions Relative to Balance Sheets of the 
Issuer, Form A-1 at 32 (1937) ). Any steps which the commission has taken to effect standard- 
ization of accounting principles to be employed by persons registering securities under the 
Securities and Securities Exchange Acts, are less far-reaching than the standardizations which 
the commission has effected pursuant to powers granted by the Public Utility Holding Com- 
pany Act. See Uniform System of Accounts for Mutual Service Companies and Subsidiary 
Service Companies; Uniform System of Accounts for Public Utility Holding Companies. 
The commission recognizes that, since the ordinary investor does not have the time or skill 
necessary to translate the accounting language used by one issuer into the language used by 
another issuer (Werntz, Standardization of Accounting Principles 1, 5, 9 (address released by 
the Securities and Exchange Commission 1938)) that it is as imperative to standardize the ac- 
counting principles followed by ordinary businesses as to standardize those followed by public 
utilities. But the commission also realized that extensive standardization must await the 
formulation of principles upon which good accountants can agree (ibid.). For efforts to formu- 
late accounting principles see generally American Institute of Accountants, Audits of Cor- 
porate Reports (1934); Sanders, Hatfield, and Moore, A Statement of Accounting Principles 
(1938) and numerous articles in g-13 Accounting Rev. (1934-38) and 58-66 J. of Accountancy 
(1934-38). A number of accounting principles upon which the commission has not yet taken 
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I. ORIGINAL VALUE OF FIXED ASSETS 


It has been customary to enter fixed assets on the books at “‘cost.” 
The concept of “cost” is undoubtedly the most important valuation con- 
cept which the Securities and Exchange Commission’s action has tended 
to standardize; yet the only purported definition of “cost” that has been 
found in the literature promulgated by the commission under the Securi- 
ties Act involves a definition of the concept in terms of itself,** and conse- 
quently is of no assistance in deriving the formula which the commission 
has really standardized. There have been many opinions, however, deal- 
ing with statements of “‘cost” in registration statements and a number of 
propositions have been established by the commission’s decisions. 

As of whatever time the cost of a fixed asset may properly be determined, the 
statement of cost may not exceed the exchange value* in dollars of the assets 
exchanged for the fixed asset as such exchange value was or would have been 
fixed in a concurrent arms-length* transaction. The leading authorities for 
this proposition are the cases in which the commission has held that a 
fixed asset may not be valued at the par value of stock exchanged therefor 
when at the date of such exchange the stock was worth less than par.‘ 
As adequate evidence of arms-length value of stock at the date on which it 
is exchanged for property, the commission accepts prices at which the 
stock was sold to the public a short time before the exchange,** the market 
value of the stock at the date of the exchange,‘’ and the price at which the 
registrant will re-purchase its stock. In Matter of Yumuri Jute Mills* the 


a position will be incorporated in a regulation which will replace all financial statement in- 
struction sets which the commission has promulgated pursuant to provisions of the Securities 
and Securities Exchange Acts. Werntz, op. cit. supra, at 6. 


# Instruction as to Items 12(c) and 13(d). Instructions as to Particular Items of the Form, 
Instruction Book for Form A-O-1 at 3 (1936). 


43 By exchange value is meant market price. 


“An arms-length transaction means a transaction between strangers in a market. The 
transaction by definition is not a ‘forced sale”; it must be wholly voluntary on both sides. 
Exhibit K, Instruction Book for Form A-O-1 at 14 (1936). 


4 Matter of Unity Gold Corp., 1 S.E.C. 25, 33, 18 F.T.C. 649, 658 (1934); Matter of 
Yumuri Jute Mills, 2 S.E.C. 81, 85 (1937); Matter of Nat’l Boston Montana Mines, 2 S.E.C. 
226, 251 (1937); Matter of Canusa Gold Mines Ltd. Sec. Act Rel. 1507 at 7 (1937); Matter of 
Virginia City Gold Mining Co., Sec. Act Rel. 1615 at 3 (1937); Matter of Queensboro Gold 
Mines Ltd., Sec. Act Rel. 1617 (1937). 

# Matter of Unity Gold Corp. 1 S.E.C. 25, 33, 18 F.T.C. 649, 658 (1934); Matter of Nat’l 
Boston Montana Mines Corp., 2 S.E.C. 226, 251 (1937); Matter of Canusa Gold Mines Ltd., 
ra Act Rel. 1507 at 7 (1937); Matter of Queensboro Gold Mines Ltd., Sec. Act Rel. 1617 

1937). 
‘7 Matter of Virginia City Gold Mining Co., Sec. Act Rel. 1615 at 3 (1937). 
2 S.E.C. 81, 84 (1937). 
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registrant put a balance sheet value on fixed assets determined by the 
stated value of no par common shares exchanged therefor. The registrant 
had an option to repurchase most of such shares at one-fifth their stated 
value but contended that this option would be exercised only if the 
registrant were forced to offer common stock to underwriters at one-fifth 
its stated value in order to induce them to underwrite an issue of regis- 
trant’s preferred stock which was also being registered. The commission 
held that, since the registrant had for purposes of re-purchase valued its 
no par common stock at less than stated value the balance sheet item was 
misleading. It is to be doubted that the result would have been the same 
had the registrant offered proof that the market value of its stock was as 
great as that stated. 

Even when the market value of a share of registrant’s stock is as great 
as its par or stated value, the principle suggested finds application when, 
concurrently with the exchange of the fixed asset for a certain number of 
shares in the registrant, the seller of the fixed asset donates shares back to 
the issuer.*? In such circumstances the proper accounting entries have uni- 
formly been held to be a debit to the fixed asset of an amount equal to the 
market value of the excess of shares exchanged over shares donated and an 
off-setting credit to capital stock. 

As of whatever time the cost of a fixed asset may properly be determined, the 
statement of cost should not exceed the exchange value in dollars of the fixed 
asset as such exchange value was or would have been fixed in an approxi- 
mately concurrent arms-length transaction. 

In Matier of Continental Distillers & Importers Corp.®° the facts were 
as follows: In October, 1933, S, apparently in an arms-length transaction, 
paid $5,000.00 for certain land, building and equipment. On the same day 
S resold this property to a promoter of the registrant for $25,000.00 or 
$35,000.00. Four days later the promoter, who controlled the registrant, 
sold the property to the registrant, receiving payment in stock, the par 
value of which was $75,000.00. In holding that it constituted a deficiency 
to value the property on the registrant’s balance sheet at $75,000.00, the 
commission remarked that “in view of the two almost concurrent sales 
of the property for $5,000.00 and $35,000.00 (or $25,000.00), it appears 
that a large part of the consideration should be considered payment to pro- 


49 Matter of Unity Gold Corp., 1 S.E.C. 25, 30, 18 F.T.C. 649, 655 (1934); Matter of 
Bering Straits Tin Mines Inc., Sec. Act Rel. 1498 at 8 (1937); Matter of Virginia City Gold 
Mining Co., Sec. Act Rel. 1615 at 3 (1937). Some accounting authorities sanctioned the 
alternative procedure of setting up the fixed asset at the full par value of stock exchanged 
therefor with the concurrent donation being set up as a treasury stock account. See citations 
in Matter of Unity Gold Corp., 1 S.E.C. 25, 31, 18 F.T.C. 649, 656 (1934). 


8° 1 S.E.C. 54, 64, 78 (1935). Cf. discussion pp. 402-4 supra. 
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COMMENT 4II 


moters and not cost of property." The very least that was necessary to 
avoid a misleading effect in this respect was to state in connection with the 
property item on the balance sheet, that cost was determined in a sale in 
which the vendor... .was in control of the vendee. .... This fact is 
stated neither on the face of the balance sheet nor in the accountant’s 
certificate.” 

The rule of the Continental Distillers case is not free from ambiguity. 
Registrants, however, would be well-advised to interpret the rule as a 
prohibition of any assertion that a fixed asset cost more than it would have 
cost in an arms-length transaction, since there is authority” indicating 
that the result would have been the same had the distilling company in- 
cluded a qualifying statement in the balance sheet or in the accountant’s 
certificate. 

If, at the time that the registrant purchased a fixed asset, the arms-length 
exchange value of the assets exchanged by the corporation for the fixed asset 
was less than the arms-length exchange value of the fixed asset, the registrant 
may not enter the asset at more than the arms-length value of ihe assets so 
exchanged. While there is no direct holding to this effect, if, as has been 
held,5* it is improper accounting practice for a registrant corporation 
without an established record of earnings to write-up a fixed asset on the 
basis of reproduction cost new when the asset had previously been valued 
on the registrant’s balance sheet at historical cost, it must be equally im- 
proper for such a registrant to make the same write-up when it had never 
entered the asset on the balance sheet at historical cost. 

Accounts urge,*4 as reasons for write-up of fixed assets to reproduction 
cost new, that failure to effect such write-up will result in underestimation 
of the fund necessary to replace fixed assets and overstatement of earnings 
from operations because depreciation would be figured upon too low a 
basis. 

The commission apparently feels that it is neither as important for a 
concern to avoid such overstatement of its earnings nor to avoid under- 
stating the funds necessary for replacement of fixed assets, as it is that the 
investor be not lulled into a feeling, induced by write-up of the fixed as- 


* It is improper accounting practice to include compensation to promoters for services as 
cost of property. Matter of Unity Gold Corp., 1 S.E.C. 25, 30, 18 F.T.C. 649, 654 (1934) and 
numerous succeeding cases. 

5? Accounting Rel. 4 (1938). 

s3 Matter of Unity Gold Corp., Sec. Act Rel. 1776 (1938); Accounting Rel. 8 (1938). Cf. 
Atlantic, Birmingham and Coast Ry. v. United States, 296 U.S. 33, 39 (1935); Matter of 
Arkansas-Missouri Power Corp., 2 S.E.C. 413 (1937). For citations to cases holding that 
reproduction cost new is in any event only one factor to take into consideration in valuation of 
fixed assets, see Matter of Unity Gold Corp., Sec. Act Rel. 1776 at 14, n. 27 (1938). 

s4 Graham and Katz, Accounting in Law Practice § 127 (1st ed. 1932). 
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sets, that the concern has a favorable future.s* While the above principle is 
derived from cases testing the adequacy of registration statements of un- 
tried concerns, there is no indication that the same principle would not be 
applied in ascertaining the value at cost of the assets of a “going concern.’ 

The cost which the commission requires to be stated is the “cost to the enter- 
prise of which the registrant is the whole or any part’ and not the “‘cost to the 
registrant.”S? 


2. CORRECTION OF ORIGINAL VALUE TO ACCORD WITH SUBSEQUENT VALUE 


a) As discussed in the preceding section, the commission requires that 
the registrant shows as the “‘cost”’ of a fixed asset either what was paid for 
it or what it was worth, whichever amount was less at the time of purchase 
of the asset. As time passes, and the useful life of the fixed asset grows 
shorter, this original value ceases to bear any relation to actual value. On 
the other hand, there still is no basis for determining with exactitude the 
contribution of the fixed asset to the proceeds of future products and the 
period of such contribution. In view of the certainty that subsequent 
value is not equal to original value, and in view of the uncertainty as to 
subsequent value, the commission has held on the one hand that failure 
to depreciate or amortize an asset over its known or estimated life consti- 
tutes a deficiency,®* at least, if the registrant does not make a statement 
contradicting the assumption that it followed standard accounting prin- 
ciples. On the other hand, the commission appears to require no one 
mode of setting up of a reserve for depletion or depreciation to effect 
amortization of plant, buildings, and equipment, intangible assets™ 

ss Commissioner Healy has said in this connection: ‘Accounting to me means the making 
of a historical record of financial events. Valuation is a very different matter. I do not mean 
that there are no circumstances under which unrealized losses or gains should be recognized on 
books of account. I do believe that unrealized gains should not be entered into books of ac- 


count until the probability or certainty of the permanence of the gain can be well established. 
I believe that good accounting should observe this principle.” Healy, op. cit. supra note 10, at 8. 

s “Stop order opinions usually involve newly organized, and often wholly speculative com- 
panies. Yet the principles therein applied are equally applicable to established companies if 
similar facts are involved.”’ Werntz, op. cit. supra note 41 at 7. 

57 Pp. 434-45 infra. 

s§ Accounting Rel. 7 at 4 (1938). Cf. Matter of Golden Conqueror Mines Inc., Sec. Act 
Rel. 1520 at 7 (1937) (book value of a lease must be amortized over the life of the lease). 

59 Matter of Underwriters Group Inc., Sec. Act Rel. 1653 at 14 (1938). Cf. pp. 402-4 supra. 

6 Accounting Rel. 7 at 7 (1938) (failure to state the mode followed by the registrant con- 
stitutes a material deficiency). Accord: Instruction 2, Instructions Pertaining to Balance 
Sheets of the Issuer, Form A-1 at 29 (1937); Instruction 11, Financial Statement Instruction 
Set No. 1, Form E-1 at 47; Schedule III, note (c), Instruction Book for Form A-2 at 42 (1937). 

& Accounting Rel. 7 at 7 (1938); Instruction 13, Financial Statement Instruction Set No. 1, 
Form E-1 at 47 (1937); Instruction 4, Instructions Pertaining to Balance Sheets of the Issuer, 
Form A-1 at 29 (1937); Schedule V, Instruction Book for Form A-2 at 44 (1937). 
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investments,” debt discount and expense, or of other deferred 
charges.* 

b) The second mode of assigning subsequent value to fixed assets is by 
appraisal. The concept of appraisal value which the Commission has stand- 
ardized is well stated in the recent case of Matter of Breeze Corporation:*s 

If an appraisal or a representation of value purportedly based thereon, is not to be 
misleading the appraisal must meet two tests. In the first place as we have observed in 
in a previous opinion,® an appraisal purports to be more than an arbitrary determina- 
tion of value. It seeks to attach value to objects as a consequence of method. ... . In 
other words, it is misleading to represent as an appraisal a valuation which is not based 
solely on scientific method but which rests in whole or even in part upon foundations 
that are arbitrary or capricious. In the second place,” there must be a fair and accurate 
application of the methods purported to be followed. Thus valuations contained in an 
appraisal purporting to follow certain norms, even though in the final analysis they rep- 
resent merely informed judgments, nevertheless are representations that these norms 
have been accurately and fairly followed. If the norms purported to be followed are not 
fairly observed, the valuations finally arrived at are in essence misrepresentations of 
fact because they untruthfully describe the basis upon which judgment has been exer- 
re The fact that valuations are in the final analysis expressions of judgment 
does not warrant departure from these standards. 


c) Even if a fixed asset has been properly depreciated, the possibility 
remains that at the date of its abandonment it will appear that past esti- 
mates of the useful life of the asset were overly optimistic. The commis- 
sion has a short answer to this problem. If a fixed asset has been aban- 
doned® or has become worthless,” the asset account” and any develop- 
mental expense assignable” thereto should immediately” be written off 
against earned surplus. 

* Instruction 8, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 at 30 
(1937); Instruction 9 as to Balance Sheets, Instruction Book for Form A-2 at 32 (1937). 


6s Instruction 14, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 at 31 
(1937); Instruction 14, Financial Statement Instruction Set No. 1, Form E-1 at 47 (1937). 


6s Instruction 15, Financial Statement Instruction Set No. 1, Form E-1 at 47 (1937). 

® Sec. Act Rel. 1786 at 7 (1938). 

® Matter of Haddam Distillers Corp., 1 S.E.C. 37, 42 (1934). 

*7 Ibid. For cases in which these tests have been applied see notes 77, 79-81, 84 and 88 infra 

68 See Matter of Golden Conqueror Mines Inc., Sec. Act Rel. 1520 at 5 (1937). Cf. Matter of 
Metropolitan Personal Loan Co., Sec. Act Rel. 1594 at 4 (1937), with pp. 402-4 supra. 


* Matter of American Gyro Co., 1 S.E.C. 83, 87 (1935). See Matter of Great Dike Gold 
Mines Inc., 1 S.E.C. 621, 623 (1936). 


7 Note 68 supra. The rule applies to current as well as to fixed assets. Instruction 1, 
Financial Statement Instruction Set No. 1, Instruction Book for Form E-1 at 44 (1937). 


™ Matter of American Gyro Co., 1 S.E.C. 83, 87 (1935). See also Matter of Great Dike 
Gold Mining Co., 1 S.E.C. 621, 623-4 (1936); Matter of Golden Conqueror Mines Inc., Sec. 
Act Rel. 1520 at 5 (1937). 


™ But cf. Instruction 1o (e), Financial Statement Instruction Set No. 1, Form E-1 at 46 
(1937). 
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The above is what the commission has accomplished in standardizing 
the modes of valuating fixed assets. It is apparent that the steps which 
have been outlined are only suggestive of the wide possibilities of stand- 
ardizing the conventions used in statements of financial condition. In the 
interest of insuring ready comparability of balance sheets, it would also be 
desirable to standardize balance sheet forms and to devise a uniform 
system of balance sheet accounts. This note dismisses as beyond its scope 
the commission’s efforts’? to achieve these ends. 


B. ABANDONMENT OF MONEY VALUATIONS 


Far more novel, it would seem, is the second step that the commission 
has taken to secure the proper disclosure of unavoidable uncertainty. 
This step is the requirement that any stated value for fixed assets be 
abandoned if such value is without significance. 

The commission has decided that if, at the date of acquisition of a fixed 
asset by the enterprise, the asset has not been valued in money in an arms- 
length transaction, and if the assets for which the fixed asset is exchanged 
by the enterprise have not been valued in money in an arms-length 
transaction, the fixed asset may not be valued at a cost expressed in money 
terms. This limitation found in Form A-O-17 is a reminder that even 
cost, that most simple and seemingly always available test of value, may 
be as illusory as any other measure of the value of fixed assets which is 
expressed in money terms. 

If the commission concludes that it is inappropriate to assign a money 
value to a fixed asset,’5 it requires the registrant to measure the cost of the 
fixed asset in the terms of the assets for which it was acquired.” For 
example if the registrant has given 10,000 shares of its common stock for 
a mining property, and if neither the stock nor the property has been 
valued in an arms-length transaction, the registrant is required to dis- 
close that the property was acquired for 10,000 shares of stock. 

Understanding of the circumstances under which it is the commission’s 
decision that appraised value be abandoned as materially misleading, re- 
quires familiarity with the cases in which the commission has held that, 

73 Note 41 supra. 


7 Item 13(a)(c), Form A-O-1 at 8 (1936); Schedule IV, Instruction Book for Form A-O-1 
at 9 (1936)° Schedule K, Instruction Book for Form A-O-1 at 14 (1936). Cf. Definition 16, 
Form E-1 at 3 (1937) with Item 44, Form E-1 at 17 (1937) and with Note D, Form E-1 at 
30 (1937). 

7s But of. Matter of Platoro Gold Mines Inc., Sec. Act Rel. 1807 (1938). The possible 
inference from this case is that the requirements of Form A-O-1 do not prohibit balance sheet 
valuations of fixed assets in the circumstances outlined in the text, but merely discourage them. 

% Schedule K, Instruction Book for Form A-O-1 at 14 (1936). 
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because appraised value is misleading, it may not be employed. Since they 
merely illustrate the thesis that the investor is entitled to all presently 
knowable data which is pertinent to him, those cases’? will not be dis- 
cussed in which untruth or omission has been predicated upon failure to 


77 These cases are of two types: 


(1) Cases in which the appraiser made no pretense of following scientific techniques. 
Matter of Great Dike Gold Mines Inc., 1 S.E.C. 621, 626 (1936) (on the basis of a report made 
by “glancing” at the property, the registrant asserted that the mine was an ‘“‘extremely promis- 
ing project’’); Matter of Gilpin Eureka Consolidated Mines Inc., 1 S.E.C. 752, 757 (1936) 
(valuation made by flashing a light on 75 feet of an 180 foot slope). Cf. Matter of Doris Ruby 
Mining Co., Sec. Act Rel. 1884 at 5 (1939). 

(2) Cases in which the appraiser purported to follow scientific techniques, but did not 
gather all the data which scientific method would require. This difficulty has arisen at prac- 
tically all stages in the complicated process of appraising mining property. The commission 
has found it to be deficient to assign any value to ore when the ore body has not been subjected 
to any quantitative analysis (Matter of Gilpin Eureka Consolidated Mines Inc., 1 S.E.C. 752, 
756, 758 (1936); Matter of Mining and Development Corp., 1 S.E.C. 786, 797 (1936); Matter 
of Gold Dust Mining & Milling Co., Sec. Act Rel. 1654 as amended by Sec. Act Rel. 1749 a 
2, 3, N. 2 (1938); Matter of Platoro Gold Mines Inc., Sec. Act Rel. 1807 at 4 (1938) ) or when 
one dimension of the deposit is wholly unknown (Matter of Sunset Gold Fields Inc., 2 S.E.C. 
329, 334 (1937) ) or when the volume of the ore was arrived at by multiplying together arbi- 
trary dimensions (Matter of Livingston Mining Co., 2 S.E.C. 141, 150 (1937); Matter of 
South Umpqua Mining Co., Sec. Act Rel. 1694 at 3 (1938) ) or when the registrant has ob- 
tained insufficient samples from the deposit (Matter of La Luz Mining Corp., 1 S.E.C. 217, 
222-3 (1935); Matter of Sunset Gold Fields Inc., 2 S.E.C. 329, 334 (1937); Matter of Rickard 
Ramore Gold Mines Inc., 2 S.E.C. 377, 387 (1937); Matter of Platoro Gold Mines Inc., Sec. 
Act Rel. 1807 at 4 (1938) ) or has averaged samples without weighting them for variations in 
size of the bodies of ore which they represent (Matter of Franco Mining Co., 1 S.E.C. 28s, 
291 (1936) ). Under any of these circumstances, the registrant may make no allegation of ore 
volume, of ore tonnage, or of assay results; nor may he assign money value to the ore. When 
quantitative data with respect to an ore body is known with a degree of exactitude sufficient 
to enable the registrant to describe the ore quantitatively, the registrant nevertheless may not 
make representations based on such data which convey the impression of being more precise 
than the data on which they are based. Matter of Gilpin Eureka Consolidated Mines Inc., 
1 S.E.C. 752, 756, 758, (1936); Matter of Nat’l Boston Montana Mines, 2 S.E.C. 226, 257 
(1937). Even if the registrant is able to state the tonnage and assay of the ore accurately, his 
representation of its value may be deficient for failure to consider all costs (including costs of 
selling or marketing) in determining the net recovery value of the ore (Matter of South 
Umpqua Mining Co., Sec. Act Rel. 1694 at 3-4 (1938) ), for failure to ascertain costs of ore 
reduction at the level of production at which the registrant’s ore reduction plant will probably 
operate (Matter of Sunset Gold Fields, 2 S.E.C. 329, 335 (1937) ) or for failure to discount the 
ore value to present worth (Matter of La Luz Mining Corp., 1 S.E.C. 217, 223 (1935); Matter 
of American Terminals and Transit Corp., 1 S.E.C. 701, 719 (1936); Matter of Mining and 
Development Corp., 1 S.E.C. 786, 795 (1936); Matter of Emporia Gold Mines Inc., 2 S.E.C 
209, 218 (1937); Matter of Sunset Gold Fields Inc., 2 S.E.C. 329, 331). 

An appraised valuation resting upon guess rather than upon scientific method will be held 
to constitute an untrue statement if it exceeds the cost of the asset as previously defined, at 
least if the guess-work is not revealed. Matter of Gold Dust Mining & Milling Co., Sec. Act 
Rel. 1654 as amended by Sec. Act Rel. 1749 at 4 (1938). Nor if a valuation rests upon surmise 
will it be cured by being reduced in a proportion, also determined by guesswork (ibid). 
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rest appraised value upon data which the registrant should have obtained 
if he sought to follow an appraisal technique for which there was sub- 
stantial authority, and which he could reasonably” have obtained at the 
effective date of the registration statement. 

In a number of different situations, however, the commission has held 
that appraised value is materially deficient, not because of any willful or 
negligent conduct on the part of the registrant in failing to gather data, 
but because, at the effective date of the registration statement, the regis- 
trant was unable to furnish sufficient facts upon which to rest appraised 
value. One instance of such inability occurs when it is impossible to reach 
the fixed asset in order to secure data.?? More important is that class of 
cases in which the registrant is unable to present an acceptable valuation 
of a fixed asset, because any appraisal must take into account as a factor 
the future demand for the registrant’s product. If there are no circum- 
stances justifying any assertions as to the future demand for the regis- 
trant’s product, the commission holds that no appraised value may be 
assigned to the fixed asset. Thus the registrant may not set up intangible 
values upon the basis of expectation of future profit when the concern has 
no record of past profit, and when the future demand for its product is 
highly speculative.*° Nor may land and factory be appraised at reproduc- 
tion cost new for a going distillery concern when the land and factory 
constituted an abandoned manufacturing site, and when no sale of com- 
parable land and factory has been made in the vicinity in the recent 
past.** It is now the general rule that the registrant may not value at 
reproduction cost new the fixed assets of an enterprise without a past 
record of profits when such valuation leads to a write-up of the assets 
above their cost to the enterprise.” 

The general principle of this last group of cases has been embodied in 
Form A-O-1, which is used for the registration of mining corporations in a 
promotional stage. Assuming the registrant gives affirmative and satis- 

78 Note 38 supra. 

79 Matter of Franco Mining Co., 1 S.E.C. 285, 290 (1936) and Matter of Emporia Gold 
Mines Inc., 2 S.E.C. 209, 220 (1937) (mines inundated); id. at 219 (ground frozen). 

8 Matter of American Gyro Co., 1 S.E.C. 83, 88 (1935) (registrant set up ‘“‘good-will”); 
Matter of Peterson Engine Co., Sec. Act Rel. 1629 at 11 (1937) (registrant assigned value to 
a patent). 

* Matter of Continental Distillers and Importers Corp., 1 S.E.C. 54, 69, 75, 79, 81 (1935) 
(in this case the ‘‘reproduction cost new” or “‘sound value” was included not in the balance 


sheet, but in the accountant’s certificate and in the report of the appraiser). 


82 Note 53 supra. In such circumstances it would seem that the registrant must at least 
reveal the cost of the assets to the enterprise. See pp. 443-44 infra. 
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factory answers to all items*’ required by that form, he will have furnished 
the knowable data with respect to ore deposits which heretofore has been 
regarded as sufficient to support a money valuation of ore reserves. Any 
additional factors necessary in order to place a money value upon ore 
reserves are the estimated price at which the metal will be sold, the esti- 
mated life of the mine, and the corrective factor used to nullify any margin 
of error in computing the two factors last named.** Because these three 
factors are estimates of whose validity there can be no objective test if the 
ore deposit is owned by a newly organized registrant which does not suc- 
ceed to an established business, the commission enjoins a newly organized 
mining corporation from ascribing appraised values to its mines*’ and at 
the same time requires disclosure of the basic data upon which appraised 
value was formerly thought to rest.** ; 


C. HISTORICAL FINANCIAL INFORMATION 


The instances outlined above in which the commission has required the 
registrant to abandon money valuation of fixed assets are all instances in 
which the registrant was an unseasoned enterprise. Some element of esti- 
mate goes into any valuation of a fixed asset,*’ and accordingly an ap- 
praisal of the fixed assets of a “going concern” may be exposed to the 
objection that it involves the use of a method of valuation which employs 





s The registrant is required to describe and state the present condition of each mining 
property operated by the registrant (Item 30(a), Form A-O-1 at 18 (1936) ), whether any ore 
bodies have been sufficiently developed to justify designation as proven or probable (Item 34, 
Form A-O-1 at 20 (1936) ), the weight or volume of proven and probable ore (Item 34A, Form 
A-O-1 at 20A (1936) (but not of ore neither proven nor probable (id.) ), and the facts indi- 
cating the existence, in accord with registrant’s claims, of any ore which is neither proven 
nor probable (Item 37, Form A-O-1 at 22 (1936)). “Proven” ore means a block of ore so ex- 
tensively surrounded by sampled faces that the risk of failure in continuity is reduced to a 
minimum, and ‘‘probable’’ ore means ore as to which the risk of failure in continuity is greater 
than for proven ore, but as to which there is sufficient evidence for assuming continuity of 
the ore. Instruction Book for Form A-O-1 at 2. For illustrations of cases in which the com- 
mission has held that no quantitative data may be presented with respect to ore deposits 
and that consequently the ore may not be denominated as ‘“‘proven”’ or “‘probable,’’ see note 
77 supra. 

Other data which a registrant on Form A-O-1 is called upon to present include the methods 
employed in sampling ore and the number of samples taken (Item 33, Form A-O-1 at 20 (1936)), 
the total estimated cost of recovery per unit of weight or volume of crude proven or probable 
ore (Item 34B, Form A-O-1 at 20B (1936) ), the proposed plan of exploration, development, 
and operation of the mines (Item 31, Form A-O-1 at 19 (1936) ), the three principal markets for 
each constituent of the ore not to be sold for its metallic content (Item 35, Form A-O-1 at 21 
(1936) ), and the specific basis of any special value claimed for any mining property operated 
by the registrant (Item 38, Form A-O-1 at 23 (1936) ). 

*s Cf. Matter of Monitor Gold Mining Co., Sec. Act Rel. 1874 at 1 (1939). 


§s Pp. 414-15 supra. % P. 416 supra. 87 Pp. 407-8 supra. 
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doubtful factors in such a manner as to resolve a preponderance of doubt 
in favor of the owner of the assets.** In spite of this fact, the forms which 
are not forms used solely for the registration of unseasoned enterprises rely 
upon techniques other than the abandonment of fixed asset valuation to 
bring out the uncertainties inherent in fixed asset valuation. 

The first of these techniques, disclosure of historical financial informa- 
tion, is predicated upon the theory that information with respect to the 
entries summarized in the balance sheet accounts will enable the investor 
to face risks more intelligently by enabling him to project into the future 
trends observable in the course of the registrant’s past history.* 

The importance and prevalence of historical information are suggested 
by the view of Commissioner Healy that the balance sheet is more ac- 
curately regarded as a recapitulation of the financial history of the enter- 
prise than as either a statement of the value of the enterprise at the bal- 
ance sheet date or as a prediction of the money figures at which claims by 
or against the enterprise will be realized.*° As an historical record, how- 
ever, the balance sheet is inadequate since it portrays the result of past 
accounting entries but does not disclose their details. It may be as- 
sumed that the corporation which followed customary standards of finan- 
cial reporting as they were formulated prior to the Securities Act took 
cognizance of this inadequacy, and presented the prospective investor 


with a profit and loss statement and perhaps a statement of surplus for 
the accounting period preceding investment. In its requirements as to the 
provision of historical financial information, the commission has sought in 
the first place to standardize and improve the quality and quantity of 
information customarily provided through the medium of the profit and 
loss statement and the statement of surplus. 


88 Matter of Plymouth Consolidated Gold Mines, 1 S.E.C. 139, 145 (1935) (assignment of 
value to an ore body on the basis of sampling its richest areas); Matter of Oklahoma-Texas 
Trust, Sec. Act Rel. 1563 at 15 (1937), aff’d. 100 F. (2d) 888 (C.C.A. roth 1939) (resolution of 
all doubtful factors involved in use of the volumetric method of determination of oil reserves in 
favor of the registrant); Matter of Breeze Corp., Sec. Act Rel. 1786 at 10 (1938) (valuation of 
intangibles on the basis of a sales volume over double that the registrant had had in the past; 
this sales volume was obtained by making an admittedly arbitrary calculation of a percentage 
of an estimated national demand which the registrant would serve); Matter of Monitor Gold 
Mining Corp., Sec. Act Rel. 1874 at 2 (1939) (a valuation obtained by reduction of estimated 
future return to present worth was held materially deficient because it employed a rate of 
capitalization which greatly underestimated the risk attendant upon valuation of mining 
property in this manner). Cf. Matter of Big Wedge Mining Co., 1 S.E.C. 98, 103 (1935). 


9 See Sanders, Accounting Aspects of the Securities Act, 4 Law and Contemp. Prob. 191, 
206 (1937). 


%° Healy, op. cit. supra note 19, at 8; see also Sanders, op. cit. supra note 89, at 195. 
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In its treatment of the profit and loss statement the commission’s 
reforms have proceeded along three general lines: standardization of the 
function of the profit and loss statement, segregation in the profit and loss 
statement of items significantly different, and extension of the time period 
for which information as to operations is required. 

The commission has established that the function of the profit and loss 
statement is to portray changes in earned surplus” resulting from earn- 
ings or losses in the accounting period for which the statement is furn- 
ished.» Commonplace as this proposition may appear, the commission 
has had occasion to apply it in several cases. It has been held, for ex- 
ample, that contributions should not be included in the profit and loss 
statement as earned income and may only be validly set up as donated 
surplus ;* that if the registrant sets up the expense of developing an asset 
during an accounting period in the asset account “development expense,” 
it is improper accounting practice to reflect income from the asset at- 
tributable to the same accounting period in the profit and loss state- 
ment ;*4 and that, if the period of development of a fixed asset has ceased, 
it is improper to debit expenses incurred in operations in the asset 
account, developmental expense, and to fail to charge them to profit 
and loss.%* The above decisions point toward the adoption by the com- 
mission of the so-called “accrual” basis of allocating income and expense. 
Nothing to the contrary follows from the decision that a paper profit 
obtained by accepting in settlement of a debt an evidence of indebtedness 
with greater face value than the amount of the debt may not be treated as 
income until realized® since accountants who follow an “accrual” basis 


* Financial Statement Form No. 2, Form E-1 at 37, 39 (1937); Item 55, Form A-1 at 24, 
27 (1937). 
% Accounting Rel. 7 at 6 (1938). 


93 Matter of General Income Shares Inc., 1 S.E.C. 110, 113 (1935); Matter of Nat’l Educa- 
tors Mutual Ass’n, 1 S.E.C. 208, 214 (1935); Autostrop Safety Razor Co. v. Comm’r, 28 B.T.A. 
621, aff'd 74 F. 2(d) 226 (C.C.A. 2d 1934); United States v. Oregon-Washington Ry. and Nav. 
Co., 251 Fed. 211 (C.C.A. 2d 1918); Finney, Principles of Accounting c. 38 at 6 (1931); 
Kester, Advanced Accounting 361 (1933); Montgomery, Auditing Theory and Practice 414 
(1934). 

%* The Commission remarked in the American Terminals and Transit case that “‘account- 
ants generally advocate that all income from a property in development be applied in reduction 
of development expense capitalizing only the excess of expense over income.’ 1 S.E.C. 7or1, 
710 (1936). 

9 Matter of Virginia City Gold Mining Co., Sec. Act Rel. 1615 at 2 (1937). 


% Matter of Metropolitan Personal Loan Co., Sec. Act Rel. 1594 at 4, 7 (1937). See Matter 
of General Income Shares Inc., 1 S.E.C. 110, 112 (1935); 1 Finney, Principles of Accounting 
C. 2 at 2 (1931); Paton, Accountants’ Handbook 1076 (1934); Kester, Advanced Accounting 
492 (1933). 
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in timing income agree that conservative practice requires no income to 
be taken until it is both accrued and realized.®” 

It is beyond the scope of this note to make a detailed examination of the 
promulgated forms of profit and loss statements in order to show the ex- 
tent of segregation of classes of income and expense and particularity of 
description which they require. The elaborate and detailed disclosure re- 
quired by the forms has been commented on elsewhere,” and is well illus- 
trated by the commission’s decision that it constitutes a deficiency to 
characterize unusual and non-recurrent income as “other income”’ without 
making explanation of its non-recurrent character. 

The commission’s third reform of the profit and loss mode of presenting 
financial information has been to require profit and loss statements for at 
least the three years in the life of the enterprise immediately preceding 
registration.’®° 

While differing as to the exact disclosure required by means of historical 
statements of surplus supplementary to the profit and loss statements, the 
forms agree in requiring much that was not formerly customary. For ex- 
ample, Form A-2 demands for the accounting period preceding registra- 
tion a schedule of surplus showing additions and charges to capital surplus 
segregated from additions and charges to earned surplus,” and in support 
of every required profit and loss statement Form A-2 requires a schedule 
of income from dividends.’? Other forms enjoin the registrant to submit 
statements of earned*® and/or paid-in'*‘ and/or capital'*’ surplus for each 
period for which profit and loss statements must be furnished. 

The most important innovations introduced by the commission with 
respect to historical financial analysis consist in extending the historical 
mode of analysis to accounts other than the surplus account, and in ex- 
tending the time period of historical analysis. 

To illustrate the value of the former: Suppose the registrant develops a 
mine, begins active operations, and suffers losses which it conceals by 
writing-up the value of the mine. No profit and loss statement, statement 


97 Note 184 infra. 

98 Sanders, op cit. supra note 89, at 207. 

99 Matter of American Terminals and Transit Co., 1 S.E.C. 701, 708 (1936). 

te° Instruction 1, Instructions as to Financial Statements, Instruction Book for Form A-2 
at 22 (1937); Item 55, Form A-1 at 24 (1937); Exhibit Q, Form E-1 at 22 (1937). 

rt Schedule VII, Instruction Book for Form A-2 at 46 (1937). 

102 Schedule [X, Instruction Book for Form A-2 at 48 (1937). 

*°3 Financial Statement Form No. 2, Form E-1 at 39 (1937); Item 55, Form A-1 at 27 (1937). 

4 Instruction 22, Financial Statement Instruction Set No. 1, Form E-1 at 49 (1937). 

#5 Instruction 23, Financial Statement Instruction Set No. 1, Form E-1 at 49 (1937). 
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of surplus, or balance sheet would disclose the erroneous practice. But a 
schedule of property, plant, and equipment would reveal the overstate- 
ment. Accordingly, the principal forms for registration used by concerns 
which are not newly organized at the date of registration require the 
registrant to disclose the nature and details of transactions giving rise to 
any substantial unrealized appreciation or write-down of property, plant, 
and equipment’ since January 1, 1922,’°" with a statement of the contra 
accounting entries and related adjustments in reserves.’ Like informa- 
tion since January 1, 1922, is required for intangible assets'®® and invest- 
ment™® accounts. Form A-2 further requires the registrant to include a 
schedule for the accounting period preceding registration of the credits off- 
setting debits to the following accounts: maintenance and repairs; de- 
preciation, depletion and amortization; taxes; management and service 
contract fees; and rents and royalties." 

All basic forms used by concerns which are not in a promotional stage 
require that the registrant reveal the methods used in setting up reserves 
for depreciation, depletion, or amortization," the debits and credits to 


1% Instruction 10, Financial Statement Instruction Set No. 1, Form E-1 at 46 (1937). 

t07 Instruction 1, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 at 29 
(1937). 

x8 Ttem 45, Form A-2 at 11 (1937). Form A-2 also requires the filing of a schedule which 
shows the accounting entries to property, plant and equipment during the last accounting 
period. Schedule II, Instruction Book for Form A-2 at 41 (1937). 


19 Instruction 12(a), Financial Statement Instruction Set No. 1, Form E-1 at 47 (1937); 
Instruction 3B, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 at 29 (1937); 
Item 45, Form A-2 at 11 (1937). Form A-2 also requires a schedule of debits and credits to 
intangibles and offsetting entries during the last accounting period. Schedule IV, Instruction 
Book for Form A-2 at 43 (1937). 


"¢ Ttem 45, Form A-2 at 11 (1937); Schedule I, Instruction Book for Form A-2 at 39 (1937) 
(investments in securities of affiliates during accounting periods for which profit and loss state- 
ments are required to be furnished); Instruction 5, Instructions Pertaining to Balance Sheets 
of the Issuer, Form A-1 at 30 (1937) (accounts in which any differences between cost and ledg- 
er value of securities of affiliates are reflected as of the date of registration); Instruction 
6(b)(c), Instructions Pertaining to Balance Sheets of the Issuer, Form E-1 at 45 (1937) (dif- 
ference between cost and ledger value of securities of affiliates and accounts in which the 
difference is reflected). 

™ Schedule VIII, Instruction Book for Form A-2 at 47 (1937). 


"2 Instruction 2A, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 at 
29 (1937); Instruction 4, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 
at 29 (1937); Instruction 8, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 
at 30 (1937); Instructions 14, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 
at 31 (1937); Instruction 15, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 
at 31 (1937); Instruction 9, Financial Statement Instruction Set No. 1, Form E-1 at 46 (1937); 
Instruction 11(a), Financial Statement Instruction Set No. 1, Form E-1 at 47 (1937); Schedule 
III, note (c), Instruction Book for Form A-2 at 42 (1937); Schedule V, note (1)(b), Instruction 
Book for Form A-2 at 44 (1937). 
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those reserves for various periods,"? the contra accounts involved in their 
creation,‘ and in two forms a detailed statement of previous allocation of 
depreciation for income tax purposes as compared with its allocation for 
dividend purposes." 

Another striking way in which the commission has promoted historical 
analysis of business conditions is by extending the period of analysis. It 
was indicated above that the commission projects historical analysis into 
the past by requiring profit and loss statements and statements of surplus 
for at least three years™ and historical analysis of certain accounts for as 
many as fifteen years."’ There remains for consideration the commission’s 
effort to require the registrant to project its business condition into the 
immediate future in such manner as to empower the investor to visualize 
the condition of the registrant immediately following the distribution of 
the registered securities, and, in addition, to enable him to ascertain the 
risk he assumes that the balance of the securities will never be dis- 
tributed. 


The forms for registration accordingly require disclosure of such mat- 
ters as: the proceeds™* to the registrant expected to be realized from the 
sale of securities ;"° the proposed disposition of the monies received’”® from 


"3 Form A-2 requires this information for only the accounting periods for which balance 
sheets must be furnished, Schedules III and V, Instruction Book for Form A-2 at 42, 44 (1937); 
but cf. Item 45, Form A-2 at 11 (1937) (changes in property accounts since January 1, 1922). 
Form A-1 requires the registrant to state the methods used in creating reserves for amortiza- 
tion of intangibles since January 1, 1922. Instruction 4, Instructions Pertaining to Balance 
Sheets of the Issuer, Form A-1 at 29 (1937). 


"4 Instruction 8, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 at 
30 (1937). 

"s Instruction 2, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 at 29 
(1937); Instruction 11, Financial Statement Instruction Set No. 1, Form E-1 at 47 (1937). 

6 Note 100 supra. 

"7 Notes 107-9 supra. 

«8 By “proceeds” is meant sale price less expenses of distribution. 


"9 Item 26, Form A-1 at 8 (1937); Item 40(a), Form A-O-1 at 24 (1936); Item 18(a), Form 
A-O-1 at 10 (1936); Item 17, Form A-O-1 at 10 (1936) (detailed explanation if the proceeds 
from the sale of the registered securities are not to be received by the registrant); Item 27(c), 
Form A-2 at 8 (1937); Item 30, Form E-1 at 14 (1937); cf. Item 8, Form E-1 at 6 (1937). A 
statement of estimated proceeds is false if it exceeds the face value of the securities available 
for sale to the public. Matter of Nat’l Boston Montana Mines Corp., 2 S.E.C. 226, 245 (1937). 


12° The forms require that the registrant make: (1) a statement of underwriting discounts 
or commission paid or to be paid (notes 159, 171, and 174 infra); (2) a summary and itemiza- 
tion of other expenses in connection with sale of the securities (Item 27(b), Form A-2 at 8 
(1937), Item 18(c), Form A-O-1 at 10 (1936); Item 37, Form A-1 at 12 (1937); Item 29, Form 
E-1 at 14 (1937) ); (3) a reasonably itemized statement of the purposes for which the net pro- 
ceeds (gross proceeds less all expenses of distributing the registered issue) are to be used (Item 
28, Form A-2 at 8 (1937); Item 27, Form A-1 at 8 (1937); Item 32, Form E-1 at 15 (1937); 
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sales of the registered securities™ and any changes in such disposition 
which would result from the ripening into actuality of contingencies 
which can be anticipated; the estimated funds to be received by the 
registrant from sources other than the sale of the registered securities" 
and the funds which the registrant must so receive if it is to carry out 
successfully the business program envisaged at the effective date of the 
registration statement.’** One form requires the registrant to furnish a 
pro forma balance sheet which gives effect to the proposed securities dis- 
tribution,’*s but seemingly no pro forma balance sheet may be furnished by 
the registrant as part of a prospectus unless an underwriter is under a 


Item 43, Form A-O-1 at 25 (1936) ); and (4) a description of property to be purchased with the 
proceeds of the registered issue (Item 40, Form A-1 at 3 (1937); Item 29, Form A-2 at 8 (1937); 
Item 32, Form E-1 at 15 (1937) ). 


1 Failure to state and itemize this data constitutes a material deficiency. Matter of West 
Park Apts. Corp., Sec. Act Rel. 1811 at 9 (1938) (construction of Item 37, Form A-1 at 12 
(1937) ). 

Answers to these items have been condemned: (1) for vagueness (Matter of Lewis American 
Airways, 1 S.E.C. 330, 343 (1936) (statement that the money will be used for ‘development 
and completion to marketable state” of an aircraft invention or in the alternative for “general 
corporate uses”); Matter of Consolidated Mines Syndicate, 2 S.E.C. 316, 323 (1937) (state- 
ment that money will be used for “operation and administration expense’”’ when no further 
statement was made as to allocation of funds among the registrant’s several properties) ); (2) for 
failure to state all the known facts with respect to disposition of the proceeds (Matter of 
Consolidated Funds Inc., Sec. Act Rel. 1548 at 3 (1937) (statement that the funds would be 
used to purchase securities or other property to be held by the issuer as investments without 
further disclosure of companies in which the registrant intends to invest at the effective date 
of the registration statement); Matter of Crusader Aircraft Corp., Sec. Act Rel. 1677 at 4 
(1938) (if the registrant is without funds at the effective date of the registration statement, it 
must list current liabilities in answer to these items). Cf. Matter of Paper Sales Co. of Detroit, 
Sec. Act Rel. 1556 (1937) ); (3) for failure to disclose clearly any areas of doubt as to the dis- 
position of the funds: this objection may be raised when the registrant confidently states that 
it will use funds for certain purposes and the statement is a mere guess (Matter of Emporia 
Gold Mines Inc., 2 S.E.C. 209, 216 (1937); Matter of Nat’l Boston Montana Mines, 2 S.E.C. 
226, 246 (1937); Matter of Crusader Aircraft Corp., Sec. Act Rel. 1677 at 4 (1938) ), or when 
the registrant furnishes a detailed statement of uses to which funds will be put when reason- 
ably prompt expenditures of the nature indicated are not warranted (Matter of Emporia Gold 
Mines Inc., 2 S.E.C. 209, 216 (1937); Matter of Consolidated Mines Syndicate, 2 S.E.C. 316, 
323 (1937) ). 

An estimate that funds will be used for a given purpose may be shown to have been made 
in bad faith and hence to be false and deficient by evidence, that funds were never thereafter 
used for the given purpose. Matter of Nat’l Boston Montana Mines Corp., 2 S.E.C. 226, 246 
(1937). 


2 Cf. Item 43, Form A-O-1 at 25 (1936). But even if a form does not call for this informa- 
tion explicitly, it must be given. Matter of Mining and Development Corp., 1 S.E.C. 786, 
808 (1936); Matter of Bering Straits Tin Mines Inc., Sec. Act Rel. 1498 at 7 (1937); Matter 
of Queensboro Gold Mines Ltd. Sec. Act Rel. 1617 at 2 (1937). 

"3 Item 40(b), Form A-O-1 at 24 (1936); Item 30(b), Form E-1 at 14 (1937). 

™4 Item 41, Form A-O-1 at 24 (1936). 18 Exhibit S, Form E-1 at 22 (1937). 
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firm commitment to effect the distribution of which the pro forma balance 
sheet expresses the result.”° 


D. SUPPLEMENTARY INFORMATION 


The commission’s elaborate regulations to assure disclosure of the 
separate entries summarized in the balance sheet fixed asset accounts 
enable the investor to be cognizant of the risks concealed by the assign- 
ment of balance sheet values to fixed assets. The requirement that se- 
curities issuers reveal historical financial information is, however, far from 
the only device used by the commission to bring to the attention of in- 
vestors unavoidable uncertainties glossed over by the illusory exactitude 
of balance sheet values. The commission, for example, minimizes the mis- 
leading effect of balance sheet valuations by requiring the registrant to dis- 
close any divergence between cost and market’ value of marketable se- 
curities ;* between ledger and market value? and cost" of securities held 
for investment; and between cost, ledger value, and unrealized apprecia- 
tion in value of property, plant and equipment,’ and intangibles.’ 


1%6 Matter of Haddam Distillers Corp., 1 S.E.C. 48, 53 (1934); Matter of Continental Dis- 
tillers and Importers Corp., 1 S.E.C. 54, 78 (1935). 

"27 Market value may be determined as of the balance sheet date (Instruction 3, Financial 
Statement Instruction Set No. 1, Form E-1 at 44 (1937); Instruction 6, Financial Statement 
Instruction Set No. 1, Form E-1 at 45 (1937) ), or it may be determined as of the nearest 
available date to that of the balance sheet. Cf. Instruction 6, Financial Statement Instruction 
Set No. 1, Form E-1 at 46 (1937). To assign a market value to a security implies that the 
security has a definitely determinable market value. Instruction 6(a) (9), Financial Statement 
Instruction Set No. 1, Form E-1 at 45 (1937). 


38 Instruction 3, Financial Statement Instruction Set No. 1, Form E-1 at 44 (1937). But 
under Form A-2 the requirement is that if marketable securities are not valued at market, 
that current market quotations must be shown in the balance sheet parenthetically. Instruc- 
tion 2, Instructions as to Current Assets, Instruction Book for Form A-2 at 31 (1937). Form 
A-1 only requires the basis of the valuation to be given. Instruction 11, Instructions Pertaining 
to Balance Sheets of Issuer, Form A-1 at 30 (1937). 

29 Schedule 1A, Instruction Book for Form A-2 at 40 (1937). 


13° Instruction 6A, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 at 
30 (1937); Instruction 7(b), Financial Statement Instruction Set No. 1, Form E-1 at 46 (1937); 
Item 45(a), Form A-2 at 11 (1937) (this item only requires valuation at cost or appraised value 
if the security had been valued at cost since January 1, 1922). 


3" Instruction rA(a)(b)(d), Instructions Pertaining to Balance Sheets of the Issuer, Form 
A-1 at 29 (1937); Instruction 24, Instructions Pertaining to Balance Sheets of the Issuer, 
Form A-1 at 32 (1937); Instruction 10, Financial Statement Instruction Set No. 1, Instruction 
Book for Form E-1 at 46 (1937); Schedule II, Instruction Book for Form A-2 at 41 (1937) 
(only applies to accounts altered during the accounting periods for which balance sheets must 
be furnished); Item 45(a), Form A-2 at 11 (1937) (only calls for cost incurred and revaluation 
made since January 1, 1922). 

132 Instruction 12, Financial Statement Instruction Set No. 1, Form E-1 at 47 (1937); 
Schedule IV, Instruction Book for Form A-2 at 43 (1937) (only applies to accounts altered 
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While the required data with respect to cost might be regarded as purely 
historical, and not intended to shed any light upon the uncertainty in- 


herent in assignment of present value, such is not true when the cost is one 
incurred shortly before registration. 


The commission also exacts disclosure of the cost to insiders of property 
acquired or to be acquired by the registrant from insiders other than in the 
ordinary course of business and within two years of filing of the registra- 
tion statement." The investor consequently is afforded a graphic illus- 
tration of the business risks which make possible radical divergence be- 


tween cost of fixed assets to insiders and the value of those assets to the 
business enterprise. 


A third technique used by the commission to impeach the definitive 
character of fixed asset valuations may be termed the descriptive tech- 
nique. Qualitative description has always been an important element of 
security selling literature. Unfortunately the description has as often as 
not been of facts wholly immaterial to the investor."*4 The commission 


has sought to make the descriptive technique a real instrument of dis- 
closure of unavoidable risk. 


The use of this technique is well illustrated by the cases which have 
construed the items in the forms which exact disclosure of the character of 
the business done and to be done by the registrant." In Matter of Vir- 


during the accounting periods for which balance sheets must be furnished); Item 45(a), Form 
A-2 at 11 (1937) (only calls for cost incurred or revaluation since January 1, 1922). Cf. Instruc- 
tion 3B, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 at 29 (1937) 
(comparative statement of cost and ledger value of each class of intangibles since January 1, 
1922, with a complete statement of the differences if any). 


"33 Form A-1 does not expressly require cost of property to insiders to be stated. But Item 
45 of that form has been construed to require disclosure of the cost to certain insiders of any 
property acquired or proposed to be acquired from such insiders other than in the ordinary 
course of the registrant’s business and within two years of the filing of the registration state- 
ment. (Item 45, Form A-1 at 15 (1937); Matter of Plymouth Consolidated Gold Mines Ltd., 
1 S.E.C. 139, 144 (1935); Matter of La Luz Mining Corp., 1 S.E.C. 217, 223 (1935); Matter of 
Mining and Development Corp., 1 S.E.C. 786, 792 (1936). Other forms specifically require 
disclosure of cost to insiders (Item 12(b)(c), Form A-O-1 at 7 (1936); Item 27, Form E-1 at 14 
(1937); Item 35, Form A-2 at 9 (1937) ) although differing somewhat as to the proper definition 
of “insiders.” 

134 See Sears, The New Place of the Stockholder 140 (1929). 


38 Item 3, Form A-1 at 1 (1937); Items 3, 4, Form A-O-1 at 2 (1936); Item 5, Form E-1 at 
6 (1937); Item 5, Form A-2 at 1 (1937). The general rule for answering these items is that 
they do not relate to the powers and objects specified in the charter of the registrant business 
but to the actual business done and to be done, and that consequently to answer the items by 
stating the kind of business done or to be done will not be adequate. Instructions as to Items 
3 and 4, Instructions as to Particular Items of the Form, Instruction Book for Form A-O-1 at 
3 (1936). 
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ginia City Gold Mining Co.,"° for example, by stating that it was engaged 
in development work the registrant avoided the common trap of asserting 
that it was engaged in “mining” when it was not then engaged in extract- 
ing ore for sale in the market.'s7 Nor does it appear that the registrant’s 
statement that it would engage in mining in the future was deficient for 
failure to state the probable minimum period intervening before profitable 
production."** The commission nevertheless found that the registrant’s 
assertion that it was engaged in developmental work held forth an allure of 
future profit and was therefore deficient in the absence of disclosure of the 
registrant’s past history of operating losses. 


E. NAME AND PRICE 


The preceding discussion has been of the techniques employed by the 
commission to effectuate disclosure of facts necessary for informed analy- 


136 Sec. Act Rel. 1615 at 2 (1937). 


137 The general rule, that it is improper to state that a certain business is being done unless 
it is being done at the date of registration, has been applied in two situations. (1) When the 
registrant’s answer conveys the impression that the registrant is carrying on a business in 
which it has never been employed. In Matter of Lewis American Airways, 1 S.E.C. 330, 343 
(1936) the registrant stated that its business was the ‘‘manufacture, sale and repair of motor 
vehicles and airships.” In holding this answer deficient the commission remarked, ‘‘the evi- 
dence at the hearing quite clearly disclosed that not even one model of the airmobile has been 
completed and that only one of the proposed airplanes is at present in existence . . . . The regis- 
trant should have disclosed that it had only completed one airplane which had not been 
tested by the Department of Commerce nor even successfully flown.’”’ Cf. Matter of Crusader 
Aircraft Corp., Sec. Act Rel. 1677 (1938). A statement that the registrant is engaged in gold 
mining is deficient when the only gold produced had been in connection with developmental 
work. Matter of Sunset Gold Fields Inc., 2 S.E.C. 329, 335 (1937). Cf. Matter of Great Dike 
Gold Mines Inc., 1 S.E.C. 621, 626 (1936). A statement that a certain business is carried on is 
deficient when at the effective date of the registration statement, the registrant does not own 
the equipment to enable it to carry on that business. Matter of Consolidated Mines Syndicate, 
2 S.E.C. 316, 323 (1937). (2) When the registrant’s answer conveys the impression that it is 
carrying on a business in which it has ceased to engage. Matter of Canusa Gold Mines Ltd., 
Sec. Act Rel. 1507 at 13 (statement that the registrant is engaged in mining when its sole 
source of product has been depleted); Matter of Commonwealth Bond Corp., 1 S.E.C. 13, 
19, 18 F.T.C. 635, 643 (1934) (statement that the registrant is selling bonds when for a number 
of years its sole activity has been the reorganization of its defaulted issues). 

138 Matter of Major Metals Corp., 2 S.E.C. 74, 76 (1937) (registrant’s assertion that it 
proposed to examine certain mining properties and on the basis of such examination to acquire, 
rehabilitate and bring them into profitable production held deficient for failure to state that 
such examination would take time and that experience in the mining industry indicated that 
profitable production would be still further deferred, and that operation at a profit, which 
might profitably be applied to interest charges, might well begin only after three or four years). 
A registrant’s prophecy of future profits will be held deficient if the great preponderance of 
evidence is against such opinion being valid (Matter of American Kid Co., 1 S.E.C. 694, 697-9 
(1936) ) or if the future profits of the registrant are entirely conjectural (Matter of American 
Terminals and Transit Co., 1 S.E.C. 701, 739-40 (1936) ). 
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sis of unavoidable risk and its commensurate or non-commensurate rela- 
tion to rate of return. The commission, however, has also undertaken to 
aid the investor who relies, not upon informed analysis of the enterprise in 
which he invests, but, instead, upon the good or bad name of the enter- 
prise or upon the trend of the prices at which its securities are sold. 

To protect those who may rely upon the name of the enterprise, the 
commission will hold a registration statement deficient if the registrant 
has a name which the investor is likely to confuse with that of another 
existing company," at least if the registrant does not clearly distinguish 
itself from the similarly named enterprise.'*° In this type of litigation the 
commission considers trade name cases to be valuable precedents." 

More important is the disclosure required by the Commission with 
respect to the significance of the price at which the registered issue is to be 
offered to the public. The process of securities distribution frequently in- 
volves the sale of the security in large blocs, its resale in smaller blocs, and 
its further resale in still smaller blocs until eventually small holdings 
percolate down to “Main Street” investors.'* The distribution price for a 
security is hence apt to be fixed, not by the action of small investors, but 
by the action of large purchasers of the issue. Large investors, if perfectly 
informed of risks inherent in investment in the registrant and if they pur- 
chase in a perfect market, will fix a price which reflects the security’s value 
as estimated by the most informed persons. The small investor will ob- 
tain the benefit of this price no matter how uninformed he may be. If, 
however, the market for a security is for some reason’? not a perfect 
market, this happy condition may not be realized. 

The commission consequently has been alert to require that the regis- 
trant reveal any divergence between the price at which the security is 
offered, and the price of the security as it would be determined in a 
perfect market."** Accordingly if the registrant states a flat price at which 

139 Matter of Nat’l Educators’ Mutual Ass’n, 1 S.E.C. 208, 212 (1935) (National Educators’ 
Mutual Ass’n Inc.—National Education Ass’n); Matter of Gold Hunter Extension Inc., Sec. 


Act Rel. 1813 at 2 (1938) (Gold Hunter Extension Inc.—Gold Hunter Mine). Cf. Matter of 


Securities Exchange Corp., Sec. Ex. Act Rel. 1395 (1937) (Securities Exchange Corp.—Securi- 
ties and Exchange Comm’n). 


"4° Matter of Gold Hunter Extension Inc., Sec. Act Rel. 1813 at 3 (1938). 

# Id. at 2, 3. 

4 Pp. 430-34 infra. 

43 Lack of mobility of buyers or sellers and lack of perfect competition are the most notable 
causes of the imperfect character of markets. ; 

44 The following items require the disclosure of the price at which each registered security 
is proposed to be offered to the public, and, if the price is not a fixed price, the method by which 
the offering price will be computed. Item 34, Form A-1 at 11 (1937); Items 18, 19, Form A-O-r 
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the security will be offered to the public, he need not disclose that the 
recent price of the security was lower than the offering price,'4* since the 
public is given fair warning that it is purchasing at a price determined by 
the issuer, and not at one determined by impartial market forces.'#® 

If the registrant, however, indicates that the security will be offered at 
the market price, the commission takes the position that “the investor is 
entitled to knowledge of any artificial restraint upon the flow of the se- 
curity into the market and of any past or possible artificial future demand 
for the security so that he may determine for himself to what extent the 
market price represents the collective judgment of buyers and sellers as 
to the merits of the security rather than a price induced by abnormal de- 
mands for and abnormal restraints upon the security.”"47 In carrying out 


at 10, 11 (1936); Item 24, Form A-2 at 8 (1937); Item 33, Form E-1 at 15 (1937). Item 22 of 
Form A-O-1 requires the registrant to state whether any person or persons to the knowledge of 
the registrant are to maintain a market for any of the securities being registered. For a dis- 
cussion of Item 36, the analogous provision of Form C-1 for investment trusts, see Matter of 
T.LS. Management Corp., Sec. Act Rel. 1689 (1938). On the basis of the disclosure required 
by the above items, it is apparent that the commission is interested in obtaining disclosure of 
restraints upon normal market forces from whatever source they arise. The Securities 
Exchange Act of 1934 attacks the problem of divergence between theoretical and actual market 
price by prohibiting certain purposive activity aimed at producing that divergence. See 46 
Yale L. J. 624 (1937). 


45 Matter of South Umpqua Mining Co., Sec. Act Rel. 1694 (1938). 


14 See Matter of Austin Silver Mining Co., Sec. Act Rel. 1774 at 7 (1938). But cf. Matter of 
Old Diamond Gold Mines Ltd., Sec. Act Rel. 1576 at 1 (1937) (held materially misleading for a 
registrant to disclose a past competitive market price of 47¢. a share and to state that the stock 
would be publicly offered at 30¢. a share when the registrant did not also disclose that as of the 
effective date of the registration statement the competitive market price of its stock was from 
3¢. to s¢. a share). The registrant may not state that securities will be sold by a “step-up” 
scheme without disclosing that the sole purpose of the scheme is to stimulate security sales by 
giving the underwriter a “‘buy-now” argument. Matter of Snow Point Mining Co. Inc., 1 
S.E.C. 311, 318 (1936); Matter of Avocalon Extension Syndicate Ltd., 1 S.E.C. 657, 659 
(1936). 


47 Matter of Rickard Ramore Gold Mines, 2 S.E.C. 377, 385 (1934). Cf. Instructions as 
to Item 19, Instructions as to Particular Items of the Form, Form A-O-1 at 4 (1936); Instruc- 
tion as to Item 24, Instructions as to Particular Items of the Form, Instruction Book for Form 
A-2 at 8 (1937). But the registration statement is not deficient for failure to disclose factors 
other than artificial stimuli that may conceivably affect the future market price of the regis- 
tered security or for failure to discuss the likelihood of those factors assuming importance. 
Matter of Queensboro Gold Mines Ltd., Sec. Act Rel. 1617 at 3 (1937). And an optimistic, 
estimate of future market price, if it is not impossible of realization, and if the conditions prece- 
dent to its realization are revealed, will not be held deficient in spite of proof that the 
party who made it believed it to be one-third too large. Matter of Ypres Cadillac Mines Ltd., 
Sec. Act Rel. 1652 at 8 (1938). 
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this general principle the commission has required the registrant, who 
states that the registered issue will be offered at the market, to reveal not 
only any devices which the registrant has used in the past,"* is presently 
using, or intends to use’? in order to effect alterations in the price of its 
securities during their distribution,"®® but, also, any marked deviation of 


the market for the registrant’s security from the standards of a perfect 
market."* 


48 Matter of Rickard Ramore Gold Mines, Ltd., 2 S.E.C. 377, 384 (1937); Matter of Austin 
Silver Mining Co., Sec. Act Rel. 1774 at 7 (1938). The rule is seemingly applied even though 
counsel for the commission has offered no proof that similar devices will be employed in con- 
nection with the distribution of the registered securities. 


#9 Rule 505, General Rules and Regulations, Securities Act of 1933, at 37 (1938); Matter of 
Rickard Ramore Gold Mines Ltd., 2 S.E.C. 377, 384 (1937). But cf. note 147 supra. 


18° Devices coming within the ambit of this rule include: (1) limitations on the supply of the 
registered security during its distribution: limitations on deliveries of securities sold, options 
to purchase which can be exercised only if the securities purchased are allowed to remain with 
the underwriter for a certain period of time, and informal agreements not to sell holdings of the 
registered security while it was being distributed (Matter of Rickard Ramore Gold Mines Ltd., 
2 S.E.C. 377, 384 (1937) ), restrictions on the amount of registered securities which will be 
offered at any one time (Matter of Canusa Gold Mines Ltd., Sec. Act Rel. 1507 at 3 (1937) ), 
and agreements to put securities of the kind registered in escrow pending the completion of 
distribution of the registered securities (Item 26, Form A-O-1 at 15 (1936) ); even the risk of 
limitation of supply by the issuer must be revealed (Matter of West Park Apts. Corp., Sec. 
Act Rel. 1811 at 8 (1938) (registrant stated that it would offer securities at a minimum price 
of $95.10 on a basis of sale to the highest bidders, but failed to disclose that it reserved the 
right to refuse any bid in whole or part) ); (2) devices whose efficacy in manipulating or stabi- 
lizing the price of securities offered is a consequence of the ignorance of persons dealing in the 
stock both of its intrinsic worth and of the existence of price-fixing practices: ‘‘matched”’ 
sales, or a plan to “‘step-up” prices with the aid of supporting bids (Matter of Rickard Ramore 
Gold Mines Ltd., 2 S.E.C. 377, 384 (1937) ) or other stabilizing or manipulative device (Mat- 
ter of Austin Silver Mining Co., Sec. Act Rel. 1774 at 7 (1938) ). If the issuer or any of the 
underwriters has grounds to believe that stabilization is contemplated to facilitate an offering 
under the Securities Act, all prospectuses must indicate prominently the intent to stabilize 
the securities to be stabilized and the exchanges, if any, upon which the securities will be 
stabilized, and must inform the investor that there is no assurance that stabilization operations 
will be begun or continued. Rule 827, Sec. Act Rel. 1890 (1939). It has been held deficient 
to reveal market supporting activity by the underwriter with respect to registered shares 
when the registrant implies contrary to fact that the underwriter does not intend to stabilize 
all registered shares (Matter of Ypres Cadillac Mines Ltd., Sec. Act Rel. 1652 (1938) ). The 
sale of a security at the market price without disclosing concurrent artificial pressure exerted 
on the market price by or for the seller constitutes an omission to state a material fact necessary 
in order to make the statement of the offering price by the seller not misleading, and is suffi- 
cient to expose the seller to liability under § 17(a) of the Securities Act (Coplin v. United 
States, 88 F. (2d) 652, 661 (C.C.A. oth 1937), cert. denied 301 U.S. 703 (1937); Securities and 
Exchange Comm’n v. Otis and Co., 18 F. Supp. 100, 102 (Ohio 1936) ). 


1st Matter of Canusa Gold Mines Ltd., Sec. Act Rel. 1507 at 3 (limitation by governmental 
action of the number of shares in the market); Matter of Rickard Ramore Gold Mines Ltd., 
2 S.E.C. 377, 384 (1937) (market highly volatile due to small number of buyers and sellers). 
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IV. DISCLOSURE OF UNAVOIDABLE UNCERTAINTY— 
DIVERSION OF FUNDS FROM THE ENTERPRISE 

Human nature being what it is, the hazard that persons who have the 
power to do so will divert funds from corporate purposes to achieve 
enrichment disproportionate to the services which they render, would ap- 
pear to be a hazard as basic as is the risk that fixed assets are valued 
improperly. Another endeavor of the commission under the Securities 
Act, consequently, has been to isolate the persons with the power to 
divert funds from proper corporate uses, and to detect any past diver- 
sions and any diversions contemplated in connection with distribution of 
the registered issue. The mechanisms by which diversion can be achieved 
are doubtless numerous, including, for example, loans to insiders or, more 
rarely, loans from insiders at excessive rates of interest, sales of property to 
the corporation at profits which would not be realized in arms-length 
transactions, and sales of shares of stock to insiders at less than market 
price with the intent that the vendees might realize profits from resale 
of the stock at the market. The succeeding discussion of disclosure re- 
quired with respect to stock sales by the corporation at less than market 
price illustrates the commission’s treatment of these problems. 

To understand the import of the items in the forms requiring disclosure 
of stock sales by the corporation at unduly favorable prices, some discus- 
sion of the mechanism of securities distribution is essential. For this pur- 
pose one may designate by the term “‘initial distribution” the series of 
transactions through which the securities pass before becoming the prop- 
erty of persons intending to hold as investors. Transactions by which such 
purchasers may later arrange the sale of their shares to the public may be 
referred to as “subsequent distribution.” 

Initial distribution may be effected either by public or private offering. 
When an issuer contemplates a public offering, it typically makes an 
“underwriting” contract with an investment banker or syndicate. By the 
terms of the contract the investment banker may agree to take the entire 
issue at a specified price per share and resell it at a higher price’ or he may 
agree to purchase the unsold residue of the issue at a price less than the 
price at which the registrant sells the remainder.'** In either event the in- 
vestment banker may receive, at the expense of the investor, a “spread” 
or commission larger in view of the risk assumed than would result if there 
were free competition between underwriters. 

The commission may be larger than would be fixed by impartial market 
forces because it is not determined by competitive bidding,'*4 or because 


182 Sen. Rep. No. 1455 at 93 (73d Cong. 2d Sess. 1934). 83 Id. at 110. 134 Td. at 87. 








re 
s- 
r- 
of 
p- 
ch 
be 


an 
he 
ire 
ay 
he 


d” 
re 


cet 
ise 





COMMENT 431 


the underwriter is under no firm commitment to assume any of the risk of 
distribution and can therefore refuse to exercise his underwriting option 
unless the prospect of gain appears to him decidedly to exceed his risk of 
loss."5 The danger of excessive underwriting charges is, of course, sub- 
stantially greater if the underwriter is in control of the issuer, or if rep- 
resentatives of the underwriter are members of the issuer’s board of 
directors.’ 

Two kinds of items included in the forms advise the prospective in- 
vestor as to whether or not a concern in which he is solicited to invest dis- 
sipates undue proportions of money invested with it as commissions in the 
course of public offerings of its securities. In the first place, on the theory 
that practices once indulged in are likely to be repeated, the historical 
technique of disclosure is employed, and the registrant is required to 
reveal the amount and recipient of any commission paid in the course of 
the public offering of any of its outstanding capital stock's’ or long term 
debt's* whose primary distribution was effected within a specified period 
preceding registration. In the second place, the registrant under all forms 
must reveal commissions paid or to be paid to underwriters in connection 
with the initial distribution of the registered issue.%® To discover the 
broad significance of this second requirement implies examination of the 
meaning of the terms which it embodies. “Commission” is used in the 
very broad sense of “‘cash, securities, contracts, or anything else of value 
paid, to be set aside, or disposed of, or understandings with or for the 
benefit of any other person in which any underwriter is interested.’ 
“Payment”’ includes disbursement by any affiliate of the issuer as well as 
payment by the issuer.’** The term “underwriter” as defined by section 

85 Jd. at 113. 186 Td. at 85. 


*s7 Instruction 16, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 at 31 
(1937) (information for securities issued since Jan. 1, 1922); Item 38, Form A-2 at 1o (informa- 
tion for securities issued in the two years preceding registration); Instruction 21(b), Financial 
Statement Instruction Set No. 1, Form E-1 at 49 (1937) (information for securities issued in 
ten years preceding registration). 

‘s§ Instruction 17, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 at 
31 (1937) (information for securities issued since Jan. 1, 1922); Item 38, Form A-2 at 10 (in- 
formation for securities issued in the two years preceding registration). 

89 Items 24, 25, Form A-2 at 8 (1937); Item 36, Form A-1 at 11(1937); Item 28(c), Form 
E-1 at 14 (1937); Items 11, 18, 20, Form A-o-1 at 6, 10, 11 (1936). These items require the 
registrant to reveal the total spread between the offering price to the public and the price paid 
by the underwriter obtaining the securities on the best terms. Matter of Sweet’s Steel Co. 
Sec. Act Rel. 1899 at 6 (1939). 


6° Instruction as to Item 24, Instructions as to Particular Items of the Form, Instruction 
Book for Form A-2 at 18 (1937). 


1 Tbid. 
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2 (11)* of the Securities Act is broad enough to include many persons not 
ordinarily thought of as underwriters" who receive compensation™ which 
is contingent upon the success of the initial distribution," at least, if 
their compensation exceeds the amount which would be fixed by an arms- 
length transaction.*” 


62 The Congressional history of this clause is given in Matter of Unity Gold Corp., Sec. Act 
Rel. 1776 at 8, n. 15 (1938). 


63 One may be an underwriter whether or not he is in privity of contract with the issuer. 
Matter of Unity Gold Corp., Sec. Act Rel. 1776 at 9 (1938). 


164 It is sufficient receipt of compensation if the chief business of the claimed underwriter 
is the sale of its own securities and the purchase of the securities of one issuer and its affiliates. 
Matter of Unity Gold Corp., Sec. Act Rel. 1776 at 9 (1938). 


xs “TDistribution, although not expressly defined in the act comprises the entire process by 
which in the course of a public offering, a block of securities is dispersed and ultimately comes 
to rest in the hands of the investing public. See Matter of Brooklyn Manhattan Transit Corp., 
1 S.E.C. 147, 162 (1935). It is a process without finite boundaries and often includes one or 
more redistributions by which portions of the issue are repurchased from speculative buyers 
and so called weak hands with a view to replacement with permanent investors. See 14 
Fletcher, Cyc. Corp. § 9212.’’ Matter of Oklahoma-Texas Trust, Sec. Act Rel. 1563 at 5-6, 
(1937), aff’d 100 F.(2d) 888 (C.C.A. roth 1939). 


% This definition of underwriter is not exclusive inasmuch as the commission regards as 
an underwriter any person who manages the distribution of all or a substantial part of the 
registered issue or who performs the normal functions of an underwriting syndicate regardless 
of the amount of hiscompensation. Rule 141 (c), General Rules and Regulations, Securities Act 
of 1933 at 3 (1938). The reason for this extension of definition is seemingly to force liability 
upon those persons who by virtue of their knowledge and influential role in determining the 
character of securities which are offered should be responsible. 

67 The proposition that one is inevitably an underwriter if the amount of his compensation 
depends upon the success of the distribution of the registered issue appears to follow from a 
number of subordinate propositions that appear explicitly in the cases. 

These subordinate propositions are: (1) that one who receives compensation for services in 
connection with a securities distribution, the amount of which is dependent upon the success 
of the distribution, may be an underwriter even though he never purchased any of the regis- 
tered securities. Matter of Puget Sound Distillery Inc., Sec. Act Rel. 1725 (1938) (a “‘finder,” 
or person who obtained an underwriter for the registrant, was held to be an underwriter when 
he received extra compensation for having found an underwriter); Matter of Unity Gold Corp., 
Sec. Act Rel. 1776 at 7 (1938) (a person who participates in the profits of an underwriting 
may be an underwriter even though he at no time owned any of the securities being distributed). 
Matter of Sweet’s Steel Co., Sec. Act Rel. 1899 (1939) (in holding a party to be a principal 
underwriter, though he only acted as an agent in distributing shares to the public, and though 
he only took title to the registrant’s shares as “‘collateral security” and as compensation for 
services, the commission relied strongly on the fact that the party was to be compensated 
with money received by distribution of the registered issue and with registered stock; it was 
remarked that “the nature of [the party’s] interest is not compatible with that of a mere 
lender of money or a person performing a normal banking function. [It was} sharing the profits 
and risks of distribution”). See Matter of Nat’l Boston Montana Mines, 2 S.E.C. 226, 248 
(1937). See also H.R. Rep. No. 85 at 13 (73d Cong. rst. Sess. 1933). (2) that one who pur- 
chases and resells the registered security in large quantities is an underwriter. H.R. Rep. No. 
85 at 13 (73d. Cong. rst Sess. 1933). See Matter of Kinner Airplane and Motor Corp Ltd., 
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By virtue of items in the registration forms the investor is therefore 
afforded in every prospectus a prominent tabular summary of discounts 
or commissions which have been or are contemplated to be given in con- 
nection with the distribution of the registered issue, and a list of the 
persons who have received such amounts. Such information assumes ad- 
ditional significance when coupled with the required enumeration of 
underwriters under common control with the issuer.*® 

The primary distribution of securities may also involve a so-called 
private offering or preferred list. Under this scheme the issuer selects cer- 
tain prominent persons to whom the security is offered at prices less than 
the price at which the security is offered to the public. The good-will of 
persons on the preferred list is thereby cultivated since they can resell on 
the market at a profit. The Securities Act does not require a registration 
statement to be effective before an issuer can legitimately make a solely 
private offering.’”° In the event, however, that a portion of the issuer’s 
securities is publicly offered, the registrant is required to disclose the 
persons or classes of persons to whom the registrant proposes to sell regis- 
tered securities at prices different from the public offering price and the 
consideration to be received from such persons.'™ In these circumstances 


Sec. Act Rel. 1644 at 3 (1937) (the additional fact in that case that the underwriter was a 
director of the registrant is immaterial. Cf. Matter of Nat’] Boston Montana Mines, 2 S.E.C. 
226, 247 (1937) ). (3) that one who has a contract right to purchase and resell the registered 
issue on a commission basis is an underwriter (Matter of Nat’l Boston Montana Mines, 
2 S.E.C. 226, 247-8 (1937) ), even though at the effective date of the registration statement he 
was under no firm committment to effect the distribution (Matter of Livingston Mining Co., 
2S.E.C. 141, 148 (1937); Instruction as to Item 22, Instructions as to Particular Items of the 
Form, Instruction Book for Form A-2 at 18 (1937). See also Matter of Bering Straits Tin Mines, 
Sec. Act Rel. 1368 at 7 (1937) ). 

The circumstances in which a person has been held not to be an underwriter within the 
meaning of the Securities Act emphasize the validity of the general proposition. Thus in 
Matter of South Umpqua Mining Co., Sec. Act Rel. 1694 (1938) it was held that a finder is 
not an underwriter because from a showing that one received a fixed fee as compensation for 
his efforts in seeking an underwriter it does not follow that he participated either directly or 
indirectly in the distribution or in the profits of the distribution. Rule 142, General Rules and 
Regulations, Sec. Act Rels. 1861 and 1862 (1938) provides that one is not an underwriter who 
purchases a security for investment and not for commission upon resale, and who is not under 
common control or management with the issuer or with the principal underwriter. 


68 Ttem 28(b), Form E-1 at 14 (1937); Item 22, Form A-2 at 8 (1937); Item 32, Form A-1 
at 11 (1937); Item 15(e), Form A-O-1 at 9 (1936). 

169 Sen. Rep. op. cit. supra note 152, at 106. 

17° See Securities Act of 1933 at § 4 (1); Rule 152, General Rules and Regulations, Securities 
Act of 1933, at 4 (1938). 

'™ Item 35, Form A-1 at 11 (1937); Item 26, Form A-2 at 8 (1937); for an extreme inter- 
pretation of these items see Matter of West Park Apts. Corp., Sec. Act Rel. 1811 at 5, n. 11 
(1938). 
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the investor may determine for himself whether the corporation received 
consideration warranting the preferential treatment. 

“Subsequent distribution” may be accompanied by some or all of the 
evils which were noted above in connection with primary distribution 
through public offerings.’” If, however, the shares are owned by a person 
who originally acquired them for investment and who is not in control of 
the issuer, it would be unduly burdensome to require registration before 
even a public offering; the holder would not be in a position to cause the 
issuer to register. Accordingly, such sales are exempted as “transactions 
by any other person other than the issuer, underwriter, or dealer.”*73 But 
where the holder, by reason of affiliation with the issuer, is in a position to 
cause the securities to be registered, any person who sells the securities for 
him or buys them with a view to their resale is included within the defini- 
tion of “underwriter.’’*’* The securities must therefore be registered and 
the compensation of any such “underwriter’’ disclosed. 

The techniques available under the Securities Act are, of course, of 
limited effectiveness in dealing with the hazard of diversion of corporate 
funds through excessive underwriting fees. Such techniques are to be con- 
trasted with that recently adopted pursuant to the Public Utility Holding 
Company Act. The commission’s Rule U-12F-2, adopted over the dissent 
of Commissioner Mathews, prohibits the payment of underwriting fees to 
affiliates or to “any person whom the commission finds stands in such 
relation to [the corporation] that there is liable to be . . . . an absence of 
arm’s-length bargaining,” unless it appears to the commission that “ap- 
propriate and diligent effort was made to obtain competitive bids for the 
securities” or that “such effort was not practicable’ and that “the remu- 
neration is reasonable.’’*’5 


V. DISCLOSURE OF AVOIDABLE UNCERTAINTIES 


A second type of uncertainty which may be present in a business enter- 
prise may be denominated avoidable uncertainty. By avoidable uncer- 
tainty is meant any risk which confronts one investing in an enterprise and 
which is neither a necessary consequence of industrial organization nor a 
risk inherent in human nature. Such risks often result from pre-existing 
contracts or arrangements as to corporate structure, the effect of which 
cannot be determined with certainty. Two types of such sources of uncer- 
tainty are discussed below, option contracts and holding company struc- 

17 Notes 154, 155 and 156 supra. 173 Note 170 supra. 


174 H.R. Rep. No. 85 at 13 (73d Cong. rst Sess. 1933). 
"78 Holding Co. Act Rel. 1380 (1938). 
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tures. It is a striking paradox that the risks which constitute avoidable 
obstructions to the perfect mobility of investors and to their freedom to 
contract arise from legal relations affecting the business enterprise, which 
vested as a consequence of the prior exercise by other persons of their 
power to contract freely. 


A. RISKS ARISING FROM OUTSTANDING OPTIONS 


An illustration will clarify the nature of the type of uncertainty arising 
from option contracts to which the registrant is a party. Suppose that a 
corporation has issued 1,000 shares of preferred stock with a par value of 
$100 each, that on liquidation of the corporation holders of preferred 
shares are entitled to preference of $120 per share, and that holders have 
the option at any time to exchange each share of preferred for five shares 
of common. Under these circumstances how should the liquidation and 
conversion rights be set forth and how is the effect of these provisions to 
be evaluated, for example, by a prospective purchaser of an additional 
issue of common stock? It is obvious that the balance sheet technique is 
of little help in this connection. A liquidation preference which exceeds 
the consideration received for preferred shares can usually be shown only 
parenthetically, and the significance of the item is almost entirely specula- 
tive since the likelihood of liquidation, voluntary or involuntary, can 
seldom be estimated. 

In view of these and other contingencies arising out of investment con- 
tracts, the commission requires that the issuer reveal not only the par or 
stated value of stock and the maturity value of long term obligations 
which the registrant has issued or is issuing under the registration state- 
ment, but also the rights and liabilities evidenced under different con- 
tingencies by all of the registrant’s securities outstanding or to be offered 
under the registration statement,’” and the number and nature of all such 

1% Capital Stock: Item 16, Form A-1 at 3 (1937); Item 53, Form A-1 at 19 (1937); Item 53, 
Form A-O-1 at 31 (1936); Item 54, Form A-O-1 at 32 (1936); Items 16, 17, 19, Form A-2 at 7 
(1937); Item 11(a)(b), Form E-1 at 9 (1937); Item 13, Form E-1 at 10 (1937). Accounting Rel. 
9 (1938) states that in the opinion of the Commission’s chief accountant the preferences on 
involuntary liquidation in excess of the par or stated value of preferred or any other senior 
class of stock should be disclosed, preferably in the balance sheet, and that when the excess is 
significant, there should be shown in the balance sheet or in the footnotes thereto the difference 
between the aggregate preference on involuntary liquidation and the aggregate par or stated 
value, and a statement as to any restrictions on surplus arising from this fact; in the event that 
the total of liquidation preference and dividend arrears of any senior class of stock exceeds 
the sum of the par or stated value of the junior capital and of surplus, the registrant must also 
disclose this fact in the balance sheet or by footnote to the balance sheet. Form A-2 requires 
balance sheets to disclose arrears in cumulative dividends, Note B, Instruction Book for Form 
A-2 at 35 (1937). In Matter of Lewis American Airways Inc., 1 S.E.C. 330, 343 (1936) it was 
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securities which the registrant is authorized to issue subsequent to com- 
pletion of the distribution of the registered issue.'”’? The registrant must 
also disclose any provisions for funds necessary to meet liabilities to 
existing investors'”® and any default in making additions to such funds 
under such provisions.*”? 

The option contract is thus an important source of avoidable risk. The 
registrant may grant options which are embodied in the securities it 
sells,*° or it may grant options to purchase securities."** The strict stand- 
ards of disclosing the consequences of these options which the commis- 
sion may uphold are suggested by the disclosure which the commission 
deems essential when the registrant is the owner, at the effective date of 
the registration statement, of a lease and option to purchase a mining 
claim. Such a registrant is required to disclose in a footnote to the balance 
sheet or elsewhere any assets that it would lose if remaining payments un- 
der the lease and option agreement were not made.” In addition, the 
registrant may not set up balance sheet entries which would indicate that 
the fee in the property held under lease and option had passed to the 
registrant, with the remainder due under the option treated as a simple 


held that the registrant must divulge any charter provisions forbidding cumulating voting. 
Funded Debt: Items 14, 15, Form A-2 at 6 (1937); Items 11, 12, 13, 14, Form E-1 at 9-10 
(1937); Item 23, Form A-1 at 7 (1937); Item 54, Form A-O-1 at 32 (1936). Other Securities: 
Items 18, 19, Form A-2 at 7 (1937); Items 12, 13, Form E-1 at 10 (1937); Item 54 Form A-O-1 
at 32 (1936). 

"17 Capital Stock: Instruction 16A, Instructions Pertaining to Balance Sheets of the Issuer, 
Form A-1 at 31 (1937); Item 20, Form A-1 at 5 (1937); Item 52, Form A-O-r1 at 30 (1936); 
Schedule V, Instruction Book for Form A-O-1 at 10 (1936); Instruction 21, Financial State- 
ment Instruction Set No. 1, Form E-1 at 49 (1937); Item 9, Form E-1 at 7 (1937); Items 10, 
13, Form E-1 at 8, 10 (1937). Funded Debt: Item 9, cols. A to D, Form A-2 at 2 (1937); Schedule 
X, cols. A to E, Instruction Book for Form A-2 at 49 (1937); Schedule XI, cols. A to E, In- 
struction Book for Form A-2 at 50 (1937); Item 21, Form A-1 at 6 (1937); Item 22, Form A-r 
at 7 (1937); Items 10, 13, Form E-1 at 8, 10 (1937); Item 52, Form A-O-1 at 30 (1936). Other 
Securities: Item 10(b), Form E-1 at 8 (1937); Items 11, 12, 13, Form A-2 at 4, 5, 6 (1937); 
Item 52, Form A-O-1 at 30 (1937). 


178 Ttem 23, Form A-1 at 7 (1937); Item 13, Form E-1 at 10 (1937); Items 14, 15, 16, 17, 
Form A-2 at 6-7 (1937); Items 53, 54, Form A-O-1 at 31, 32 (1936). 
179 Note C, Instruction Book for Form A-2 at 35 (1937). This data must be furnished 


whether or not specifically required by the form. Matter of Oklahoma Hotel Bldg. Corp., 
Sec. Act Rel. 1900 (1939). 


180 Note 176 supra. 


8 Ttem 56, Form A-O-1 at 32 (1936); Item 39, Form A-2 at 10 (1937). Item 38, Form E-1 
at 16 (1937); Item 25, Form A-1 at 7 (1937). 


*82 Matter of Canusa Gold Mines Ltd., Sec. Act Rel. 1507 at 7 (1937). Cf. Schedule IV, 2, 
Instruction Book for Form A-O-1 at 9-10 (1936). 
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debt.**3 Since the registrant which holds an option has the legal power to 
determine the consequences of the option contract, these results can only 
be justified on the ground that that unavoidable economic uncertainty 
which faces every registrant may be displaced by the certainty of inade- 
quate quick assets."*4 If the rule of these cases is that, when the registrant 
is a party to an option contract, it must disclose the potential conse- 
quences of the contract most unfavorable to the registrant, it certainly 
should be applied a fortiori when the party with whom the registrant has 
contracted is the optionee with legal power to determine the consequences 
of the contract."*s 


B. RISKS ARISING FROM HOLDING COMPANY STRUCTURES 


The second species of avoidable uncertainty, which the commission 
requires the registrant to reveal, consists of uncertainties arising from the 
structure of corporate enterprise. Assume for example that the registrant 
is a holding company with two subsidiaries and that a majority of the 
voting stock in the holding company is owned by another holding com- 
pany which has four subsidiaries aside from the registrant and its sub- 
sidiaries. Assume further that the controlling interests in the top holding 
company in the system are honestly concerned entirely with the advance- 
ment of the business interests represented by the top holding company and 
its seven subsidiaries. To advance the business interests of the entire 
system it may be tc the interest of the top holding company to divert 
funds from the registrant and/or its subsidiary regardless of, or even con- 
trary to, the best interests of the business enterprise composed of the 


#83 Matter of Franco Mining Co., 1 S.E.C. 285, 289 (1936); Matter of American Terminals 
and Transit Co., 1 S.E.C. 701, 707~708 (1936); Matter of Canusa Gold Mines Ltd., Sec. Act 
Rel. 1507 at 7 (1937). See Matter of Paper Sales Co. of Detroit, Sec. Act Rel. 1556 (1937) as 
amended by Sec. Act Rel. 1665 (1938). 

8 The reader may perceive the suggestion of a principle of conservatism traceable in the 
rule which has just been discussed, the rule as to the measure of cost of fixed assets (p. 411 
supra), and the rule thet income may not be taken until realized (p. 420 supra). If the com- 
mission does consistently follow the principle of conservatism which is said in Graham and 
Katz, op. cit. supra note 54 at § 103 (1st ed. 1932) to be one of the root principles of orthodox 
accounting practice, it would appear to have unconsciously encroached upon its important 
basic principles of requiring disclosure of known facts and of areas of doubt. The effect of the 
principle of conservatism is to mislead investors ¢.g., in the situation where two concerns have 
substantially the same financial prospects assuming that all contingencies reasonably to be 
anticipated as affecting the concerns turn out most unfavorably, and where their financial 
prospects are vastly different assuming contingencies anticipated as affecting the concerns 
turn out favorably. 

18 Cf. Matter of Bankers Union Life Co., 2 S.E.C. 63, 68 (1937) with Matter of Haddam 
Distillers Corp., 1 S.E.C. 48, 52 (1934), and with Matter of Bering Straits Tin Mines Inc., Sec. 
Act Rel. 1498 at 9 (1937). 
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registrant and its subsidiaries. The inevitable consequence is that the in- 
vestor in the registrant is exposed to a risk of diversion of funds from the 
system including the registrant and its subsidiaries on whose financial 
welfare the welfare of the investor entirely depends, a risk which arises 
from the fact that the business interests of that system may be in conflict 
with those of the larger system of which it is a part."** This risk is there- 
fore inherent when investment is made in a subsidiary of a holding com- 
pany, and may be abolished only by either abolishing holding companies 
or by preventing holding company subsidiaries from selling securities. 

The commission, of course, has no power to require either of these 
courses of action under the Securities Act of 1933. In carrying out its 
policy of requiring the disclosure of data in a mode without tendency to 
misinform,"*’ it must confine itself to enabling the investor to pierce the 
artificialities of corporate form to understand the enterprise in which he is 
asked to invest. So the commission can and does insist on the one hand 
that the registrant must disclose all corporations which are under common 
control with the registrant, and any available data with respect to trans- 
actions by virtue of which any such corporation has siphoned funds to™* 
or away"? from the system which includes the registrant and its sub- 
sidiaries; and on the other hand that there be full disclosure with respect 
to the business condition of the registrant and its subsidiaries, since it is in 
the success of this system that the investor has a legal interest. 

18 Whenever one person serves two masters whose interests are conflicting, each master 
faces the risk that his servant will not serve his interests. The commission requires disclosure 
of conflicting interests of persons who control or benefit from disposition of corporate funds. 
See e.g., note 168 supra. Conflicts of interest can only be dealt with effectively by prohibiting 
persons from assuming incompatible functions. See 49 Stat. 891 (1934), 15 U.S.C.A. § 78k 


(Supp. 1938); Meck and Cary, Regulation of Corporate Finance and Management under the 
Public Utility Holding Company Act of 1935, 52 Harv. L. Rev. 216 (1938). 

187 Pp. 402-7 supra. 

188 This might conceivably be done as part of a scheme to improve the registrant’s apparent 
business condition in order to stimulate its sales of stock during the period of securities dis- 
tribution. Cf. Sen. Rep. No. 1455 at 382 (73d Cong. 2d Sess. 1934): ‘“The primary motivation 
of the organization of the holding company has now become the development and financial 
promotion of security selling schemes. The holding company per se has become the most im- 
portant unit, and the industry or operating companies merely tools or instrumentalities of 
financial promotion and security speculation.” 

«89 The prejudicial effect on the investor in a subsidiary of a so-called “‘upstream”’ diversion 
to a parent of the subsidiary is obvious. But a downstream loan may also be prejudicial. Sup- 
pose for example that the A holding company owns 51% of the one class of stock of the B com- 
pany and 49% of the one class of stock of the C company, that the B company owns 51% of the 
stock of the C company, and that the A company uses its voting power in the B company to 
shift $100,000 from the B company to the C company. The effect of this transaction will be to 
increase the equity of the A company in the $100,000 from $51,000 to $77,010 and to decrease 
the equity of minority stockholders in the B company by $26,010. 
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The commission requires disclosure of intercompany transactions with- 
in an enterprise composed of the registrant corporation and of all its 
affiliates. The registrant consequently must segregate and reveal cur- 
rent’®* or long term’ loans made by it'” or by one of its subsidiaries'®’ to 
parents of the registrant or to persons under common control with the 
registrant, as well as loans made by the registrant to any of its subsidi- 
aries."** Conversely, the registrant is required to segregate and disclose 
current’’s and long term’ loans by affiliates to the registrant'®’ and to its 
subsidiaries.’ 

One method by which funds may be diverted away from or to the 
system composed of the registrant and its subsidiaries is by sale of prop- 
erty to the registrant’ or to a subsidiary”” at other than the going market 
rates. If any affiliate acquired property not more than two years before 
the resale to the registrant or to one of its subsidiaries, all forms require that 
the registrant reveal the cost of the property to the affiliate.2** Some forms 


9° Instruction 24 for Balance Sheets of the Issuer, Instruction Book for Form A-2 at 34 
(1937); Instruction 17, Financial Statement Instruction Set No. 1, Form E-1 at 48 (1937); 
Instruction 20, Instructions Relative to Balance Sheets of the Issuer, Form A-1 at 32 (1937). 


1 Schedules X, XI, Instruction Book for Form A-2 at 49, 50 (1937) (applies only to funded 
debt). 


92 Ttem 54, Form A-1 at 20 (1937); Item 49, Form E-1 at 19 (1937); Exhibits P, R and S, 
Form E-1 at 22 (1937); Special Rules 5B2(a), 5B3(a) and cf. 5B1(a), Instruction Book for 


Form A-2 at 6, 8, 9 (1937); Instruction 1, Instructions as to Financial Statements Instruction 
Book for Form A-2 at 22 (1937). 


93 Item 50, Form E-1 at 19 (1937); Exhibit V, Form E-1 at 23 (1937); Special Rules 5B1(c), 
5B2(d) and 5B3(c), Instruction Book for Form A-2 at 7, 8, 9, (1937); Instruction 1, Instructions 
as to Financial Statements Instruction Book for Form A-2 at 22 (1937). 


4 Instruction 24, Instructions as to Balance Sheets, Instruction Book for Form A-2 
at 34 (1937); Instruction 17, Financial Statement Instruction Set No. 1, Form E-1 at 48 
(1937); Instruction 20, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 
at 32 (1937); Schedules X, XI, Instruction Book for Form A-2 at 49, 50 (1937) (applies only 
to funded debt). 


195 Instruction 24, Instructions as to Balance Sheets, Instruction Book for Form A-2 at 34 
(1937); Instruction 13, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 at 
31 (1937); Instruction 17, Financial Statement Instruction Set No. 1, Form E-1 at 48 (1937). 

1% Instruction 27, Instructions as to Balance Sheets, Instruction Book for Form A-2 at 
34 (1937); Instruction 18, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 at 
31 (1937); Instruction 19, Financial Statement Instruction Set No. 1, Form E-1 at 48 (1937). 

197 Note 192 supra. 198 Note 193 supra. 

199 Items 26 and 27, Form E-1 at 13, 14 (1937); Special Rules 5Ba(a), 5B3(a) and ¢f. sBr(a), 
Instruction Book for Form A-2 at 6, 8, 9 (1937); Instruction 1, Instructions as to Financial 
Statements Instruction Book for Form A-2 at 22-3 (1937). 

200 Note 193 supra. 


2 Items 26(a)(6), 26(b)(4), and 27, Form E-1 at 13, 14 (1937); Schedule II, note 3, and 
Schedule IV; note 2, Instruction Book for Form A-2 at 41, 43 (1937). 
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have more stringent provisions to insure disclosure of profits or losses to 
affiliates of the registrant on such sales of property.”” 

A third way in which the commission throws light on diversion of funds 
to or from the registrant is by requiring the disclosure of commissions paid 
to affiliates of the registrant on the sale of long term obligations” or 
capital stock?” of the registrant?°s or of its subsidiaries.?” 

If the investor is to have any basis of comparing the registrant’s rate of 
profit with the rate of profit of other concerns, the registrant must publish 
an accurate statement of income. The registrant is consequently called 
upon to segregate gross sales to affiliates*’’ and dividends from affiliates?” 
from income which was received at arms-length, and which was therefore 
assuredly legitimate income, and not the product of a bookkeeping de- 
vice. 

Since the investor is interested financially only in the enterprise com- 
posed of the registrant and its subsidiaries, the registrant must include in 
the registration statement balance sheets of the registrant and of its sub- 
sidiaries and in general need include no others,” and must describe the 
plants and equipment”® and any material franchises and concessions™ 
owned by its subsidiaries, and the business of its subsidiaries’ insofar as 
they are “materially important to the total enterprise represented by the 
registrant and its subsidiaries.” 

202 Instruction 10(b), Financial Statement Instruction Set No. 1, Form E-1 at 46 (1937); 


Instruction 6B, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 at 30 (1937); 
Item 44, Form A-1 at 15 (1937). 

2°3 Instruction 17, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 at 
31 (1937). 

2°4 Instruction 16, Instructions Pertaining to Balance Sheets of the Issuer, Form A-1 at 
31 (1937). 

2°5 Note 192 supra. 20% Note 193 supra. 

2°7 Instruction 1, Instructions Relative to Profit and Loss Statements, Form A-1 at 33 
(1937); Instruction 1, Financial Statement Instruction Set No. 2, Form E-1 at 51 (1937); 
Instruction 1A, Instructions Relative to Profit and Loss Statements, Instruction Book for 
Form A-2 at 36 (1937). 

208 Schedule [X, Instruction Book for Form A-2 at 48 (1937); Instruction 5, Instructions 
Relative to Profit and Loss Statement, Form A-1 at 33 (1937); Instruction 5, Financial State- 
ment Instruction Set No. 2, Form E-1 at 51 (1937). 

2°9 Instruction 1, Instructions as to Financial Statements, Instruction Book for Form A-2 
at 22 (1937); Item 50, Form E-1 at 19 (1937); Item 56, Form A-1 at 28 (1937). 

2#¢ Instruction as to Item 7, Instructions as to the Particular Items of the Form, Instruction 
Book for Form A-2 at 16 (1937). 

2 Instruction as to Item 8, Instructions as to the Particular Items of the Form, Instruction 
Book for Form A-2 at 16 (1937). 


22 Instructions as to Items 5 and 6, Instructions as to the Particular Items of the Form, 
Instruction Book for Form A-2 at 16 (1937). 
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The modes in which the forms qualify the general conception that the 
enterprise, in the financial success of which the investor is interested, 
includes the registrant and its subsidiaries tend more to emphasize than 
to restrict the general validity of the conception of the enterprise as 
including the registrant and its subsidiaries.“ Apparent exceptions in 
favor of requiring financial statements in circumstances in which the regis- 
trant does not have control of the corporation whose financial status is 
sought to be revealed all relate to corporations whose securities or assets 
are to be acquired and arise from the commission’s recognition”‘ of the 
importance of the investor’s having a picture of the financial conditions 
after the sale of the registered issue has been effected and its proceeds used 
as proposed.”"5 

The forms are not uniform as to whether or not the concept of the enter- 
prise as including the registrant and its subsidiaries should include only 
those subsidiaries in which the registrant has impregnable*® control by 
virtue of ownership of 50% or more of the voting stock,” or whether the 
concept of the enterprise should include the registrant and any other 
corporations which it actually controls."* 

Within the limits of the enterprise composed of the registrant and its 
subsidiaries, there remains the problem of presenting the financial condi- 
tion of the group in such manner as to emphasize diversities as well as 
unities within the system. There is, of course, no reason for supposing 
that every system of a registrant and subsidiaries approximates a maxi- 
mum of productive efficiency. The system may have been “too big too 
long” ;#? it may include unprofitable or less profitable elements that 
should be eliminated or again it may not be functionally integrated for 


*3 Instruction 1(c), Instructions as to Financial Statements, Instruction Book for Form A-2 
at 22 (1937). Cf. Instruction as to Item 4(a), Instructions as to Particular Items of the Form, 
Instruction Book for Form A-2 at 14 (1937); Instruction 8, Instructions as to Preparing Form 
E-1, Instruction Book for Form E-1 at 5 (1937). Instruction 4(1)(3), Instructions as to Fi- 
nancial Statements, Instructions for Form A-2 at 26 (1937). 

4 Pp. 422-24 supra. 

*5 Instruction 2b(ii), Instructions as to Financial Statements, Instruction Book for Form 
A-2 at 24 (1937); Item 46, Form E-1 at 18 (1937). 

6 Except as affected by events of default. 


*7 Item 50, Form E-1 at 19 (1937); Exhibit V, Form E-1 at 23 (1937). Instruction 1(a)(b)- 
(c), Instructions as to Financial Statements, Instruction Book for Form A-2 at 22 (1937); 
Instruction 3(b), Instruction Book for Form A-2 at 24 (1937). Even under these forms, how- 
ever, the registrant is required to disclose the structure of the registrant and all its subsidiaries. 
Item 24, Form E-1 at 12 (1937); Item 4(a), Instruction Book for Form A-2 at 14 (1937). 

«8 Ttem 56, Form A-1 at 28 (1937). 


9 See 17 Fortune No. 3 at 69 (1938); 17 Fortune No. 4 at 63 (1938). 
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productive purposes.° The commission has adopted few rules with re- 
spect to the proper mode of presenting the relationship of the parts of the 
“enterprise” to the whole. Of most general significance are the views that 
the purpose of the consolidated balance sheet is to reflect the financial 
condition of a parent company and its subsidiaries as if they were a single 
organization," and that consequently the registrant must follow that 
principle of inclusion or exclusion in consolidating statements of sub- 
sidiaries with its own statements, which in the opinion of its officers will 
most clearly exhibit the financial condition and results of operations.” A 
few more definite requirements, however, have been imposed. Although 
the forms are not uniform as to whether or not the registrant must file re- 
ports of subsidiaries that it controls with less than 50% ownership of 
stock, no statement of a subsidiary may be consolidated with a statement 
of the registrant unless the registrant has unshakable control”? over the 
subsidiary because of its possession of over 50% of the voting power in 
the subsidiary.** If, by virtue of this rule or of the general rule as to 
consolidation, the registrant may not consolidate the statement of a sub- 
sidiary with its own, it must segregate and disclose any earnings of the 
unconsolidated subsidiaries accrued on the books of the registrant but 
not realized by the registrant.” A balance sheet consolidating the ac- 
counts of the registrant and of one or more of its subsidiaries must sub- 
stitute the parent’s actual equities in the subsidiaries’ net assets for its 


220 Cf. 49 Stat. 820 (1935), 15 U.S.C.A. § 79k (Supp. 1938). 
22t Accounting Rel. 3 (1938). 


222 Instruction 1, Financial Statement Instruction Set No. 3, Form E-1 at 52 (1937); In- 
struction 3(b), Instructions as to Financial Statements, Instruction Book for Form A-2 at 24 
(1937). But Form A-1 merely requires the issuer to state the guiding principle followed in 
consolidating accounts. Item 56, Form A-1 at 28 (1937). The principles of consolidation 
followed by the registrant must be stated. Accounting Rel. 7 at 3 (1938). 

223 Note 215 supra. 


24 Instruction 3(b), Instructions as to Financial Statements, Instruction Book for Form 
A-2 at 24 (1937); Item 50, Form E-1 at 19 (1937). But there is no such requirement in Form 
A-1 (1937). 

22s Instruction 6(a), Financial Statement Instruction Set No. 1, Form E-1 at 45 (1937); 
Instruction 24, Financial Statement Instruction Set No. 1, Form E-1 at 49 (1937). But Forms 
A-1 and A-2 require this separate statement only with respect to income reflected in the profit 
and loss statements of the issuer in the period for which profit and loss statements are fur- 
nished. Instruction 25, Instructions Relative to Profit and Loss Statements, Form A-r1 at 
32 (1937); Instruction 3(b), Instructions as to Financial Statements, Instruction Book for 
Form A-2 at 25 (1937). Form A-2, however, requires the registrant to reveal in the con- 
solidated balance sheet the extent to which the equity of the registrant in any of its un- 
consolidated subsidiaries has been increased or decreased since the date of acquisition of such 


subsidiary. Instruction 3(b), Instructions as to Financial Statements, Instruction Book for 
Form A-2 at 25 (1937). 
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investments in subsidiaries**° and must state separately minority interest 
in the capital and surplus of subsidiaries consolidated.”’ In addition, 
intercompany profit and losses must be eliminated in the consolidated 
profit and loss statement insofar as is possible.”* 

The prior discussion has been of the static concept of the enterprise 
developed by the Securities and Exchange Commission. As an outgrowth 
of this static concept, the commission is apparently developing a temporal 
concept of the enterprise which differentiates the length of time spanning 
the incorporation and dissolution of the registrant corporation from the 
period of existence of the business enterprise. 

In the first place if the registrant was organized to take over a pre- 
existing business and if the organization which carried on that business 
was under common control with the registrant, the commission appears to 
require the same disclosure with respect to the registrant’s predecessor 
as with respect to the registrant. Thus, in the recent case of Matter of 
Breeze Corporation,”® one M controlled company C which sold its assets 
including patents to company B, also controlled by M, in return for stock 
of company B. At or about the time of this sale, the patents sold were 
written up in accordance with an appraisal by L. The evidence was in- 
conclusive as to whether L was acting for company C before the sale or 
for company B after the sale. L was a patent lawyer and an engineer, but 
he neither was nor held himself out to be an accountant. L knew nothing 
of company B’s manufacturing costs or financial condition and made no 
independent investigation or special study of the value of the patents. 
He calculated the value of the patents by assuming a certain sales volume 
for 10 years, and by calculating an “actual value of the patents on a 
royalty basis” at a certain percentage of such sales. This “‘actual value” 
exceeded the cost of the patents to company C. During the ensuing ten 
years, the sales volume never reached that which L had assumed, but the 
balance sheet of company B nevertheless continued to show the patents 
at the values assigned to them by L. Such value was described as “cost 
based on book value assigned by B’s predecessor.” As grounds for their 


26 Accounting Rel. 3 (1937). 

27 Accounting Rel. 7 at 3 (1938); Instruction 3(b), Instructions as to Financial Statements, 
Instruction Book for Form A-2 at 24 (1937); Instruction 2, Financial Statement Instruction 
Set No. 3, Form E-1 at 52 (1937). 

8 Accounting Rel. No. 7 at 3 (1938); Instruction 3(b), Instructions as to Financial State- 
ments, Instruction Book for Form A-2 at 25 (1937); Instruction 3, Financial Statement 
Instruction Set No. 3, Form E-1 at 52 (1937); but Form A-1 merely requires the registrant to 
furnish a statement showing all eliminations of intercompany items. 

249 Sec. Act Rel. 1786 at 14 (1938). 
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decision that it was materially misleading for the registrant to fail to dis- 
close the write-up by L and the circumstances casting doubt upon its 
soundness, the commissioners made a finding that the business of com- 
pany B was a “continuation” of that of company C, and argued that the 
significant thing to the investor was the cost of the assets to the enterprise 
as distinguished from their cost to the corporation registering. 

The principle of this case may be that, if a first corporation succeeds 
to any fixed asset theretofore owned by a second corporation under com- 
mon control with the first corporation, the first corporation can place no 
balance sheet valuation upon the fixed asset which the second corporation 
could not have placed upon the asset. Or the rule conceivably is that 
when one corporation under common control with another corporation 
acquires a fixed asset of the latter, the former corporation must disclose 
the cost of the asset to itself and the cost of the asset to its predecessor. 
Either principle is consistent with the concept that the life of the enter- 
prise is co-extensive with the time span of the functional business in 
which the registrant is engaged for such time as that business has been 
under a single control. Either principle is inconsistent with any identifica- 
tion of the life of the enterprise with the corporate life of the registrant. 

What slight evidence appears from the forms confirms the conclusion 
that the commission is interested in transactions during the past life of 
the same functional business under the same control rather than in trans- 
actions during the past life of the corporation endeavoring to register. 
The registrant which employs Form A-2, for example, must furnish the 
historical financial information required by item 457%° not only as to its 
own balance sheet accounts, but also must where practicable give a his- 
torical analysis of the accounts of any corporation which was under sub- 
stantially the same control as the registrant at a time when the registrant 
succeeded to all or a substantial portion of the corporation’s assets.?™ 
Form A-O-1 goes even further inasmuch as thirteen items in the form must 
be answered with respect to any corporation which the registrant was 
organized to take over, whether or not the corporation whose business 
was assumed was under common control with the issuer at the date of 
transfer.?* 


23° Form A-2 at 11 (1937). 


23" Instructions as to Item 45, Instructions as to Particular Items of the Form, Instruction 
Book for Form A-2 at 21 (1937). 

232 Instructions as to Items 3 to 14 inclusive, Instruction Book for Form A-O-1 at 2 (1936). 
But cf. Rule as to use of Form A-O-1, Instruction Book for Form A-O-1 at 1 (1936). Cf. Rules 


2, 3, 4, Special Rules as to the Use of Form A-2 for Corporations, Instruction Book for Form 
A-2 at 2-10 (1937). 
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On the other hand, that one form does not require historical financial 
data is not essential with respect to a period in the history of the registrant 
corporation at a time when its business and possibly its management and 
control? were substantially different at the date of registration.?* 


C. SUMMARY—AVOIDABLE UNCERTAINTY 


The foregoing survey of the experience of the commission suggests that 
even the most elaborate disclosure will fail to enable investors to under- 
stand the structures of enterprise in which they are solicited to invest. 
It may be that, unless some limits are placed upon the complexity of cor- 
porate structures and the types of securities which may be sold, the hope 
may be largely illusory that competition for investment funds can operate 
in substantial measure to direct the flow of capital into enterprises which 
are most productive. 

Even if it were assumed that investors can and do understand the struc- 
tures of business enterprises in spite of their legal complexities, the fact 
remains that if a business grants options to outsiders, or if a holding com- 
pany subsidiary issues securities, risks are introduced into the structure 
of the enterprise which no disclosure can dispel. Only legislation which 
prohibits the issuance of conversion rights to preferred stockholders can 
ward off the risk which common stockholders may face through dilution 


of voting power or less frequently through dilution of equity. Similarly 
only regulatory measures abolishing the issuance of securities by sub- 
sidiaries can remove the risk that a top holding company acting in the 
financial interest of the holding company and of all its subsidiaries, will 
divert funds from a subsidiary upon whose economic welfare some in- 
vestors are entirely dependent. 


VI. CONCLUSION 


If economic theory stemming from Adam Smith, that is an analysis of 
the operation of a competitive, free enterprise system of organization, 
is thought to furnish a blueprint of the good society, social engineering is 
necessary to promote conformity to the blueprint. One important reason 
for the divergence between actual conditions and those visualized by pro- 
ponents of such theory is the lack of mobility of persons performing func- 
tions in existing economic societies. The central policy of the Securities 
Act is to encroach upon the lack of mobility of capital by securing the full 


*33 Financial Statements prior to Discharge in Bankruptcy, Form A-1 at 28A (1937). 


234 Financial Statements in the Event of Change in Stock Ownership, Property and Busi- 
ness, Form A-1 at 28A (1937). 
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information of persons supplying funds to business enterprises. Full in- 
formation not only implies information as to all matters that may reason- 
ably be known with reference to any business enterprise seeking new 
funds; its other facet is the full disclosure of risks inherent in the enter- 
prise seeking funds. 

The discussion traced the Securities and Exchange Commission’s use 
of the techniques of standardized money valuation, abandonment of 
money valuation, historical financial, and supplementary information as 
media of disclosure of risks. The attempt was made to differentiate be- 
tween those risks which are unavoidable and those risks which are avoid- 
able to bring into sharp focus the contrast between human inability to 
handle problems of imperfect mobility arising from unavoidable risk by 
any technique other than as-perfect-as-possible disclosure, and the in- 
ability of the technique of disclosure to eliminate those uncertainties 
which are avoidable. The problem of valuing fixed assets presents the 
extreme situation in which the best that can be done is to bring all tech- 
niques of disclosure to bear upon the problem of valuing uncertainty. 
Evaluation of risks arising from arrangements made prior to the date at 
which the investor is solicited to invest presents the other extreme situa- 
tion in which disclosure can only make persons aware of the risk whereas 
other forms of regulation might remove the risk. The risk of diversion 
of funds from the enterprise presents in some sense an intermediate 


problem. Presumably disclosure will to some extent deter persons from 
engaging in such diversion. As to many types of diversion, however, other 
sanctions may be necessary to supplement the general rules of the common 
law governing the legal position of business fiduciaries.?*5 


a8 Cf. §16 of the Securities Exchange Act and §§12 and 13 of Title I of the Holding 
Company Act. 
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NOTES 


INCOME TAX PROVISIONS OF THE CHANDLER ACT 


I 


Included in the recent revision of the National Bankruptcy Act were several 
provisions controlling the extent to which taxable income may arise from a re- 
duction or cancellation of indebtedness in a corporate reorganization proceeding 
under Chapter X.' Before considering these provisions it is necessary to con- 
sider the effect of cancellation of indebtedness under previous tax laws. Reduc- 
tion or cancellation in indebtedness may be income, or it may be a gift or a 
capital transaction, depending on the circumstances of the case in which it 


* 52 Stat. 883, 904 (1938), 11 U.S.C.A. §§ 501, 668 (Supp. 1938). Corresponding provisions 
are included in Ch. XI Arrangements, Ch. XII Real Property Arrangements by Persons 
Other than Corporations, and Ch. XIII Wage Earner’s Plans. They are respectively: §§ 395, 
520, 679, 52 Stat. 915, 929, 938 (1938), 11 U.S.C.A. §§ 795, 920, 1079 (Supp. 1938). 
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arises.? The law on this point represents a compromise based upon competing 

considerations of fiscal theory, accounting practice, public policy, and conven- 
ience. The resulting uncertainty is illustrated by the leading cases on income 
resulting from the discharge of obligations. 

In Bowers v. Kerbaugh-Empire Co.) the defendant was able to repay a 
loan from a German bank with depreciated marks at a saving of $700,000. The 
Court held there was no taxable gain realized because the transaction as a whole 
resulted in a loss, i.e., the borrowed funds were turned over to a subsidiary 
which lost them in its operations over a five year period. The Court said: 
“Mere diminution of loss is not gain, profit, or income.’”’4 A subsidiary ground 
for the decision was the apparent conclusion that the retirement of obligations 
for less than the amount originally received is not income within the Eisner ». 
Macomber definition of income as “the gain derived from capital, from labor, 
or from both combined, ....”5 On the authority of the Kerbaugh case the 
cancellation of indebtedness as a result of a composition with creditors was held 
not to result in taxable income.® 

In 1931 the authority of the Kerbaugh case was weakened by the decision in 
Burnet v. Sanford & Brooks Co.’ In this case the defendant, engaged in carrying 
out a dredging contract, sustained losses which were deducted from income 
each year. Later the losses were recovered from the other party to the contract. 
The Court agreed with the Commissioner of Internal Revenue that the amount 
recovered was part of the taxable income for the year in which it was received. 
In distinguishing the Kerbaugh case, relied on by the defendant, the Court re- 
marked that there the taxpayer had not received any money or property which 
could be made subject to a tax. It was further pointed out that in the instant 
case there were no capital investments “‘the cost of which, if converted, must 
first be restored from the proceeds before there is a gain taxable as income.” 
The controlling factor in the opinion of the Court was the practical necessity 

that each year’s income and losses be treated separately, for it is on that basis 
that the Revenue Acts have uniformly proceeded.® 
In United State v. Kirby Lumber Co.° the Kerbaugh case was further limited. 





2 391 C.C.H. 4 77.015 (1939). 3271 U.S. 170 (1926). 4Jd. at 175. 
5S 252 U.S. 189, 207 (1920). The definition continues: “‘provided it be understood to include 
profit gained through a sale or conversion of capital assets, to which it was applied in Doyle v. 
Mitchell Bros. Co., 247 U.S. 179, 185.” 


6 Meyer Jewelry Co., 3 B.T.A. 1319 (1926); Comm’r v. Simmons Gin Co., 16 B.T.A. 793 
(1929) aff’d 43 F. (2d) 327 (C.C.A. roth 1930); Burnet v. John F. Campbell Co., 15 B.T.A. 
458 (1929) aff’d 50 F. (2d) 487 (App. D. C. 1931). 

7 282 U.S. 359 (1931). 


8 Jd. at 364. The Court said: “The excess of gross income over deductions did not any the 
less constitute net income for the taxable period because respondent, in an earlier period, suf- 
fered net losses in the conduct of its business which were in some measure attributable to 
expenditures made to produce the net income of the later period.” 


9 284 U.S. 1 (1931). 
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Here a corporation purchased and retired some of its own bonds for less 
than the face value which was also the amount received upon the issuance of 
the bonds. The Court held that to the extent of the difference between the face 
value and the purchase price the corporation had realized taxable gain. The 
justification offered was that the transaction ‘“‘made available . . . . assets pre- 
viously offset by the obligation of bonds now extinct.” In Helvering v. American 
Chicle Co.*° this principle was extended to a case where the taxpayer’s obliga- 
tions, which were retired, had been given to obtain specific property rather than 
money. The circuit court of appeals thought that property so obtained stood 
on a different basis from money and argued that one paying for property with 
an obligation in the form of a bond realized no gain if the property remained in 
kind after the obligation had been discharged at a book profit. Such discharge 
was regarded as merely a reduction in purchase price or cost. The court said: 
“The cost has indeed been definitely settled, but that is only one term of the 
equation; as long as the other remains at large, there is no ‘realized’ gain.”™ 
Although the Supreme Court purported to avoid passing on this question by 
finding no facts on the record to show whether or not the assets still existed in 
kind, its decision implicitly disapproves of the line of reasoning adopted by the 
circuit court of appeals. 

Prior to the Kirby case a reduction in liabilities was held not to give rise to 
taxable gain even in the absence of proof that the whole transaction resulted in 
aloss.* The result in the latter situation apparently was based on the question- 
able reasoning of the Kerbaugh case that a reduction of liabilities was not in- 
come. This view was definitely repudiated in the Kirby case and today a dis- 
charge of obligations at less than their face value is considered to be income, 
with some qualifications."? The Kirby case is sound unless inroads are to be 


© 291 U.S. 426 (1934) rev’g 65 F. (2d) 454 (C.C.A. 2d 1933). 


* Comm’r v. American Chicle Co., 65 F. (2d) 454, 455 (C.C.A. 2d 1933). Cf. Comm’r v. 
Coastwise Transportation Corp., 71 F. (2d) 104 (C.C.A. 1st 1934) where the facts were some- 
what similar to the American Chicle Co. case, except that there was a specific finding that the 
property securing the indebtedness was still in existence. The circuit court of appeals reversed 
the Board’s holding (28 B.T.A. 725 (1933)) that a retirement of obligations at less than face 
value was only a reduction in purchase price. The court held that the Kirby case and the 
American Chicle decision controlled the instant case and that the difference between the re- 
tirement price and the face value was taxable income. See also Coddon & Bros. Inc., 37 
B.T.A. 393 (1938), 391 C.C.H. 4 77.116 (1939). Cf. Montgomery, Federal Income Tax 
Handbook 11 (1938); Note, 44 Yale L. J. 144 (1934). 


™ Independent Brewing Co., 4 B.T.A. 870 (1926) and cases cited in Magill, Taxable Income 
225, note 52 (1936). Of this line of cases the Board said, after the Kirby decision, in Consoli- 
dated Gas Co. of Pittsburgh, 24 B.T.A. 901, 905 (1931): ‘“The scope of the decision in the 
Kerbaugh-Empire Co. case is not so broad as was thought in deciding the line of cases begin- 
ning with Independent Brewing Co. of Pittsburgh, and that line of cases is no longer authority 
for a situation such as exists in this case [purchase and retirement of bonds at less than the 
issuing price].’’ 

3 The Kirby decision has been followed in: Comm’r v. Norfolk Southern R. R. Co., 63 F. 
(2d) 304 (C.C.A. 4th 1933) (bonds purchased for less than par or issue price); Consolidated 
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made upon the treatment of each year as a separate unit in determining income 
for tax purposes. “The use of fixed accounting periods requires that the amount 
by which expenses, once deducted because paid or accrued, are reduced by later 
adjustments must be taken into account in the year of adjustment.’ It is con- 
trary to accounting principles to go back and alter original entries when the 
amount of adjustment is ascertained. Looking at the transaction as a whole 
violates the same rule and was expressly condemned in Burnet v. Sanford & 
Brooks Co.*S Furthermore, under the accrual system losses in a given year will 
be the basis of deductions from income in the year in which they occurred. 
Why should they be permitted to offset income a second time under the dis- 
credited rule of “loss on the entire transaction”? 

In the case of discharge of obligations of solvent debtors the courts and the 
Board of Tax Appeals have generally followed the Kirby rule.*® In the case of 
insolvent debtors, the undesirability of taxing an insolvent or bankrupt has 
resulted in an exception to the general rule. A statement in the Kirby case that 
“the discharge of indebtedness there made available assets previously offset by 
the obligation of bonds now extinct” has been interpreted to be a requirement 
that only to the extent that the taxpayer has assets that are actually freed is 
any taxable income realized. In operation, this rule creates a tax liability only 
for the amount of the debtor’s net worth, based on a fair market value of his 
assets, after the composition or bankruptcy proceeding.'? Logically the entire 
write-off is taxable income, even though no assets are released.'"* A determina- 


Gas Co. of Pittsburgh, 24 B.T.A. 901 (1931) (same); Woodward Iron Co., 24 B.T.A. 1050 
(1931) (same); Suncrest Lumber Co., 25 B.T.A. 375 (1932) (same); Norfolk Southern R.R. 
Co., 25 B.T.A. 925 (1932 )(same); Avery and Sons, Inc. 26 B.T.A. 1393 (1932) (cancellation in 
part to adjust for defects in articles purchased); Comm’r v. Coastwise Transportation Corp., 
71 F. (2d) 104 (C.C.A. rst 1934) (retirement of bonds by issue of new bonds of a lesser par 
value); Walker v. Comm’r, 88 F. (2d) 170 (C.C.A. 5th 1937). 


4B. F. Avery & Sons, Inc., 26 B.T.A. 1393, 1400 (1932). 


8 282 U.S. 350, 364 (1931). 6 Cases cited note 13 supra. 


7 Dallas Transfer & Terminal Warehouse Co. v. Comm’r 70 F. (2d) 95 (C.C.A. sth 1934); 
Porte F. Quinn, 31 B.T.A. 142 (1934); Lakeland Grocery Co., 36 B.T.A. 289 (1937); Madison 
Railways Co., 36 B.T.A. 1106 (1937). Cf. Towers and Sullivan Mfg. Co., 25 B.T.A. 922 
(1932); Higley and Co., 25 B.T.A. 127 (1932) (forgiveness of debt held not income on basis of 
the Kerbaugh, Simmons Gin Co., and John F. Campbell cases, all decided before the Kirby 
case). 


18 Finletter, Corporate Reorganization 488, note 21 (1937): ‘“The rule that there is no tax- 
able gain if the transaction as a whole shows a loss is based on the definition of income in 
Eisner v. Macomber, 252 U.S. 189, the stock dividend case, as ‘the gain derived from capital, 
from labor, or from both combined.’ Substance, not form, is to determine whether taxable 
income has been received by the taxpayer. But, the holding that there is no real income derived 
from a stock dividend in no way disproves the fact that the cancellation of a debt is income in 
any sense of the word, regardless of what happened to the money originally received. If the 
money was lost, it can be the basis of deductions from gross income for the years in which the 
losses occurred. Even if the cancellation of the debt is accomplished through a judicial pro- 
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tion of the extent to which assets are freed is contrary to the practice of de- 
termining gain or loss only as to the transactions closed in the particular tax 
year. 

In revising the National Bankruptcy Act, Congress was convinced of the 
undesirability of the existing tax law which frequently results in the imposition 
of a tax on an insolvent debtor. Therefore, instead of codifying the existing law 
Congress enacted an express exemption to prevent the imposition of any im- 
mediate tax liability on a taxpayer in the case of cancellation or reduction of his 
indebtedness in (1) a corporate reorganization under section 77 B® or Chapter 
X of the Bankruptcy Act, as amended, or (2) a composition under old section 
12 or section 74 of the amended Bankruptcy Act, or (3) an “arrangement”’ or 
“real property arrangement” under Chapters XI or XII of the amended 
Bankruptcy Act, or (4) a “wage earner’s plan” under Chapter XIII of the 
amended Bankruptcy Act. Thus, section 268 of Chapter X states: 

Sec. 268.—Except as provided in Section 270 of this Act, no income or profit, taxable 
under any law of the United States or of any State... . shall, in respect to the ad- 
justment of the indebtedness of a debtor in a proceeding under this chapter, be deemed 
to have accrued to or to have been realized by a debtor, by a trustee provided for in a 
plan under this chapter, or by a corporation organized or made use of for effectuating 
a plan under this chapter by reason of a... . . cancellation in whole or in part of any 
of the indebtedness of the debtor in a proceeding under this chapter.” 


II 


While the wisdom of the legislative policy behind section 268 was conceded 
by the Treasury Department, they insisted that the tax exemption as provided 
be qualified to protect against tax avoidance and unwarranted tax reduction.” 


cedure, it nevertheless represents real income to the debtor. It is true that it is most undesir- 
able that there should be any income tax to the debtor as a result of a bankruptcy reorganiza- 
tion; and it is believed that the law is that there is no such tax. But, it is difficult to justify the 
result on the premise that there is no profit to a debtor who is relieved of his debts, merely 
because he lost the money which he received when the debts were created.” Accord: Magill, 
op. cit. supra note 12, at 212-31; 82 U. of Pa. L. Rev. 641, 645 (1934). Also see Coddon & 
Bros. Inc., 37 B.T.A. 393 (1938), where the Board said: “‘Whether income will be realized 
at the time of the partial forgiveness of the debt even if the property bought has a value less 
than the remaining obligation, we do not now decide, but it seems clear that realization [of in- 
come] should not be postponed until disposal of the property.” 


9 § 276 (c) 3, 52 Stat. go5 (1938), 11 U.S.C.A. § 676 (c) 3 (Supp. 1938), provides that §§ 268 
and 270 shall apply to any plan confirmed under 77B before the effective date of the amenda- 
tory act, and also to plans confirmed under 77B on and after such date. Similar provisions 
are included in Chapters XI, XII, and XIII. 


2° 52 Stat. 904 (1938), 11 U.S.C.A. § 668 (Supp. 1938). Corresponding provisions in the 
other chapters are cited in note 1 supra. Effect has been given to all provisions in Treasury 
Regulations ror, Art. 22 (a)-14. 

** Hearings before a Subcommittee of the Senate Committee on the Judiciary on H.R. 8046, 
75th Cong. 2d Sess., 138, 144 (1938); Hearing before the House Committee on the Judiciary 
on H.R. 8046, 75th Cong. rst Sess., 353 (1937). 
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Congress passed section 269” to allow the Treasury to object to a plan on the 
ground that one of its principal purposes was tax avoidance. To meet the other 
objection of the Treasury the following section 270 was passed: 

Sec. 270.—In determining the basis of property for any purposes of any law... . 
the basis of the debtor’s property . . . . or of such property . . . . as is transferred to any 
person required to use the debtor’s basis . . . . shall be decreased by an amount equal 
to the amount by which the indebtedness of the debtor, not including accrued interest 
unpaid and not resulting in a tax benefit on any income tax return, has been canceled 
or reduced in a proceeding under this chapter. . . . .#8 


In illustrating the principle of this section the Treasury presented a supposi- 
titious case: Specific property (realty) is purchased at a price of $1,000,000. 
$250,000 is paid in cash and the balance is secured by a purchase money mort- 
gage for $750,000. Later the company is unable to make its payments on the 
mortgage. The company makes under the amended Bankruptcy Act an ad- 
justment with the mortgagee in which the mortgage is scaled down by $250,000 
to $500,000. The debtor corporation is then able to continue successfully. 
Under section 268 the “write off” of $250,000 is non-taxable. But, it is asked, 
what is the basis of the property for determining gain or loss on the sale of such 
property? As defined by the Revenue Act the basis of property is its cost.4 
Here the contract price was $1,000,000, but, says the Treasury, “‘is it not per- 
fectly clear that the basis (cost) .... should be reduced from a million to 
$750,000 because that is the amount which the corporation would actually have 
paid for it?’’s 


The reasoning adopted by the Treasury is hardly satisfactory. If the write 
off is really a reduction in purchase price, then cost (i.e., debtor’s basis) is de- 
termined by such write off to be $750,000. Any reduction by force of section 
270 is unnecessary to give this result. Furthermore, the illustration fails to 
indicate the full scope of the reduction in basis principle. Under section 270, as 
interpreted by the Commissioner in Art. 113 (b)-2 of Treasury Regulations 


22 52 Stat. 904 (1938), 11 U.S.C.A. § 669 (Supp. 1938). Corresponding provisions are in- 
cluded in Chapters XI, XII and XIII. They are respectively: §§ 395, 521, and 679, 52 Stat. 
915, 920, 938 (1938), 11 U.S.C.A. §§ 795, 921, 1079 (Supp. 1938). These provisions are not 
identical with those of § 669. §§ 795, 921, and 1079 use “evasion of taxes” instead of “avoid- 
ance.” §§ 795 and 1079 simply deny the exemptions from tax where a purpose to evade taxes 
is shown, whereas §§ 669 and 921 provide the Treasury with an opportunity to object to the 
confirmance of the plan. 

#3 52 Stat. 904 (1938), 11 U.S.C.A. § 670 (Supp. 1938). Corresponding Sections in Chapters 
XI and XII are §§ 396, 522, 52 Stat. 915, 929 (1938), 11 U.S.C.A. §§ 796, 922 (Supp. 1938). 

4 § 113 (a), 52 Stat. 490 (1938), 26 U.S.C.A. § 113 (a) (Supp. 1938). This is also the basis 
on which depreciation must be taken, Revenue Act of 1938, § 114 (a), 52 Stat. 494 (1938), 
26 U.S.C.A. § 114 (a) (Supp. 1938):—‘‘The basis upon which exhaustion, wear and tear, and 
obsolescence are to be allowed in respect of any property shall be the adjusted basis provided in 
section 113 (b) for the purpose of determining the gain upon the sale or other disposition of 
such property.” 

2s Senate Hearings note 21 supra, at 138. 





NOTES 453 


101,” there will not only be a reduction where the obligation was given in ex- 
change for specific property which secures the indebtedness and is still owned, 
but there will also be a reduction in basis where indebtedness secured by a lien 
on specific property is canceled or reduced, even though such indebtedness was 
incurred for purposes other than the purchase of the property. In either case, 
after the basis of specific property has been reduced, the excess shall be used to 
reduce pro rata the basis of other tangible property other than inventory and 
any further excess shall be used pro rata to reduce basis of inventory, notes and 
accounts receivable. The latter part of this regulation would, however, seem 
inconsistent with the reduction of cost principle urged by the Treasury in sup- 
port of section 270. 

Such adjustment in the basis of many assets necessitates elaborate computa- 
tion and it has therefore been suggested that an amendment to section 270 
should be made limiting the application of the reduction in basis rule to assets 
which secure the indebtedness forgiven.?’ But, if in any case the reduction of 
liabilities is income and Congress does not wish to tax it immediately, there 
would seem to be no constitutional objection to later taxing that income as here 
“through the depreciation or gain on sale route,” whether accomplished by a 
reduction in basis of assets which secure the debt or other assets. It has also 
been suggested that, although a cancellation results in taxable income, it might 
be unconstitutional for Congress to juggle arbitrarily the basis of assets which 


are wholly unrelated to the cancellation for the purpose of later collecting that 
income.”* 


Since the reduction of basis by the amount of cancellation of indebtedness 
has been justified as the collection of a deferred income tax, a serious constitu- 
tional question is raised as to whether a cancellation of indebtedness is always 
income within the meaning of the Sixteenth Amendment. More specifically, 


* Art. 113 (b)-2 is new, promulgated in T.D. 4871, Nov. 9, 1938. 


* Banks, Treatise on Bankruptcy for Accountants 89 (1939); Senate Hearings note 21 
supra, at 211 (letter written by Mr. Banks). Compare the statement in 82 U. of Pa. L., 
Rev. 641, 645 (1934): ‘‘Furthermore, in actual practice no general liability, once incurred, is 
set off against a specific asset. General liabilities constitute a general claim on all assets. The 
discharge of any one liability below book value does not affect any one asset; rather it affects 
net worth. This leads to the conclusion that once property is received by the taxpayer and is 
entered on his books as an asset, it should be divorced from any further connection with an 
offsetting liability, so far as subsequent determination of income is concerned.’’ 


*8 The analogy urged is the decision in Koshland v. Helvering, 298 U.S. 441, 447 (1936) 
suggesting that this may be a valid objection. The Court, however, did not talk in constitu- 
tional terms; rather it said: ‘“‘Congress having... . specifically declared that in taxing in- 
come arising from capital gain the cost of the asset disposed of shall be the measure of the 
income, the Secretary of the Treasury is without power by regulatory amendment to add a 
provision that income derived from the capital asset shall be used to reduce cost.” Cf. the state- 
ment at 445, which treats the administrative interpretation (i.e. the Treasury Regulations) as 
part of the statute, ‘“‘when the Congress, presumably with that construction in mind, has re- 
enacted the statute without change.” 
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it has been argued that the exception to the general rule, which exception holds 
that only to the extent that the taxpayer has assets which are actually freed is 
any taxable income realized, is a constitutional requirement. Therefore, if the 
full amount of reduction of an insolvent’s liabilities, including that part not 
freeing any assets, determines the amount of reduction in basis, the government 
is, in effect taxing something which could not have been taxed at the time of the 
cancellation.”9 

The analysis heretofore presented has attempted to show that the whole 
amount of reduction in liabilities is income unless one departs from the practice 
of considering each year as a separate period, or from the requirement that 
gains or losses upon property shall not be determined until there is a closed 
transaction regarding such property—that assets are not to be revalued each 
year for determination of gain or loss. To hold otherwise would in effect permit 
the debtor to charge off as a loss the unrealized shrinkage in value of his assets 
against the gain arising from debt reduction.*° 

It should be noted further that section 270 nowhere uses the word “‘income” 
as a restriction on the amount of reduction. Section 270 baldly states that 
“basis .... shall be decreased by an amount equal to the amount by which 
indebtedness . . . . has been canceled or reduced . . . .” Therefore, it may be ar- 
gued that this deferred tax by means of reduction in basis can be constitutional- 
ly supported, not as an income tax, but as an excise." 

The adjustment of indebtedness is not always accomplished by the compo- 
sition or “write off” method. A common type of reorganization involves the 
acceptance of stock, either in a new corporation or in the old debtor corporation 
reorganized, in exchange for bonds, notes, etc. In one sense of the word the old 
bond liability has been entirely canceled. Under a literal reading of section 270 
the basis of assets would be reduced by the full amount of the canceled bond 
liability. There is a widespread fear that this interpretation will be adopted. 
This view seems unlikely, since the cancellation of a debt for which shares of 
stock are issued has generally been regarded as a capital transaction from which 
no gain is realized.** The harsh results of a literal interpretation may be avoided 


29 Alexander Tax News Letter, vol. III, no. 18 (November 18, 1938). 
3° See note 18 supra. 


3 Springer v. United States, 102 U.S. 586 (1880); Flint v. Stone Tracy Co., 220 U.S. 107 
(1911); Stanton v. Baltic Mining Co., 240 U.S. 103 (1916). Cf. Pollock v. Farmers’ Loan & 
Trust Co., 157 U.S. 429 (1895), 158 U.S. 601 (1895). On this problem generally see Brown, The 
Nature of the Income Tax, 17 Minn. L. Rev. 127, 139 (1933); Magill, op. cit. supra, note 12, 
at 305-29 (an excellent analysis of the ‘‘excise’’ theory which suggests that this theory is 
limited to special cases, notably the mining cases). 


32 Chicago Rock Island & Pacific R.R. Co. v. Comm’r, 47 F. (2d) 990 (C.C.A. 7th 1931) 
aff’g 13 B.T.A. 988 (1928); 375 Park Avenue Corporation, 23 B.T.A. 969 (1931); Liquid Car- 
bonic Corp., 34 B.T.A. 1191 (1936). Looking at this type of transaction from the other side, 
the Board, in Howard W. Starr, 1 B.T.A. 681 (1925) held that stock received in ‘‘cancellation” 
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by interpreting “cancellation” in section 270, so as not to include this type of 
transaction. Further, if section 270 and the reduction in basis which it entails 
is justified as a deferred income tax, this harsh result might be avoided by 
recognizing that the cancellation of debt in the case of an exchange of bonds for 
stock gives rise to no income. In fact, if this transaction were held to give rise 
to income taxable under section 270, there would be a serious constitutional 
objection.*3 Conceivably, this objection will be avoided by adopting the theory 
that the tax in this situation is an excise.*4 However, the imposition of such a 
tax only in bankruptcy cases might be invalid as “discriminatory.” 

In view of the above arguments in a reorganization in which bonds are ex- 
changed for stock it is very unlikely that the Commissioner will attempt, or the 
Board of Tax Appeals and the courts permit, the literal interpretation of the 
word “cancellation” in section 270. Of course, where this reorganization involves 
the elimination of some indebtedness, without any recognition in the plan, for 
example, unsecured claims, then, granting the implied restriction of “income” 
on section 270, still the basis will be reduced by the full amount of such claims. 
Following the principle, previously outlined, that accounting periods should be 
treated separately for purposes of determining gain or loss, their elimination 
is income and reduction in basis is justifiable.*s 

Another suggested interpretation of section 270 is that the reduction in basis 
shall be made only by the amount of cancellation or reduction which would have 
resulted in taxable income, but for the provisions of section 268. It is argued 
that this was the intent of Congress in passing section 270 and that an amend- 
ment to this effect should be made at once.** Actually section 270 was passed as 
drafted by the Treasury Department, and there were unsuccessful attempts to 
amend section 270 to include this idea.3? The fact that section 270 was passed 
as submitted by the Treasury indicates that Congress was willing to trust the 
Treasury and the Treasury’s failure to include the amendment is convincing 





















































of a debt owed to the appellant (already a stockholder) was equivalent to the purchase of the 
stock for the amount of the debt. 

Some indication that the Treasury accepts this view is Art. 112 (g)-2 of Regulations ror: 
“A ‘recapitalization,’ and therefore a reorganization, takes place if, for example, 

(1) A corporation with $200,000 par value of bonds outstanding, instead of paying them 
off in cash, discharges them by issuing preferred shares to the bondholders ‘ 


33 Namely, that by taxing the full amount of ‘“‘canceled’’ bond liability by the reduction 
in basis principle, a tax was being imposed on something which was not income within the 
interpretation of “income” as “realized gain.’’ Doyle v. Mitchell Bros. Co., 247 U.S. 179, 
184 (1918); Eisner v. Macomber, 252 U.S. 189 (1920); Burnet v. Logan, 283 U.S. 404, 412 
(1931). See Magill, op. cit. supra note 12, at 302-5, 312-16. 

4 See note 31 supra. 35 See note 18 supra and text. 

3% Swanstrom, Chapter X 210 (1938). Banks, of. cit. supra note 27, at 81-99 (publishes a 
letter from Congressman Chandler supporting this interpretation). Contra, McCaffrey, Corpo- 
rate Reorganization, 26 Calif. L. Rev. 643, 662 (1938) (to the effect that it is immaterial wheth- 
er such cancellation would have resulted in taxable income, but for the exemption of § 268). 


37 Senate Hearings note 21 supra, 137, 144, 210; Banks, op. cit. supra note 27. 
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proof that the Treasury did not mean to limit the reduction in this way. The 
effect of such a limitation would be to carry into the interpretation of section 270 
the cases decided before the passage of section 268 establishing the rule that 
cancellation of indebtedness is income only to the extent that assets are freed. 
This rule is a court-imposed qualification and requires the evaluation of the 
debtor’s property to determine the amount of assets freed by the cancellation.** 
Sections 268 and 270 may well have been designed to eliminate this require- 
ment and, thus, to avoid the burden of proving the extent of the debtor’s 
solvency on the basis of a fair market valuation of his property. The only merit 
to this suggested amendment is that by its inclusion the reduction of basis with 
respect to indebtedness eliminated by the exchange of bonds for stock is defi- 
nitely precluded, since before the passage of section 268, it was held that no 
taxable income accrued to anyone in the exchange of stock for bonds. As 
pointed out above the same result will probably be reached without an amend- 
ment. 

Attention should be called to the words “shall be decreased by an amount 
equal to the amount by which the indebtedness of the debtor, mot including 
accrued interest unpaid and not resulting in a tax benefit on any income tax return, 
has been canceled or reduced... .”’ The inclusion of the words in italics has been 
cited as evidence that it was intended that the reduction of basis was to be 
only by the amount of cancellation which was taxable income.® This appears 
to be a misconception. Rather their inclusion is simply a compromise in keep- 
ing with the idea of rehabilitation. The unpaid interest is a valid debt which if 
canceled in favor of a solvent debtor would be taxable income. On principle 
it is also income to the insolvent, but, says Congress, we will only tax by the de- 
ferred method of reduction in basis, that part of the canceled unpaid interest 
which has resulted in a tax benefit. To illustrate: the annual interest on an 
outstanding bond issue is $25,000. It has not been paid for two years, 1936 and 
1937, and under a plan of reorganization the debt is extended and back interest 
canceled. In the first year the accrued interest was used as a deduction to wipe 
out taxable income of $10,000 and in the second year to wipe out taxable income 
of $5,000. Thus, only $15,000, the portion of canceled unpaid interest which 
has resulted in a tax benefit will be used to reduce basis.*° 


Ill 


Hidden in section 270 is a clause which restricts the application of the reduc- 
tion in basis provisions to certain types of reorganizations. It reads: “In de- 
termining the basis of property for any purposes of any law ... . imposing 4 
tax upon income, the basis of the debtor’s property .... or such property as 

38 Madison Railways Co., 36 B.T.A. 1106 (1937). See Magill, op. cit. supra note 12, at 229; 
Montgomery, op. cit. supra note 11, at 11. 


39 Banks, op. cit. supra note 27, at 90; Swanstrom, of. cit. supra note 36, at 211. 
4° Ibid. 
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is transferred to amy person required to use the debtor’s basis . . . . shall be de- 
creased..... ”’4#« Who is required to use the debtor’s basis?# This phrase is in- 
serted to cover those reorganizations where a new corporation is used in order 
to effectuate the plan or where the debtor’s assets are transferred to an existing 
corporation. The scope of the phrase is controlled by the Revenue Act, section 
113(a) (7).43 The initial provision is that the basis shall be the cost of such prop- 
erty to the taxpayer and, if the taxpayer is a new corporation which acquired the 
property by the issuance of its stock, the “cost” is the fair value of the property. 
It is provided, however, that if the property was acquired in “connection with a 
reorganization,” as defined in the Revenue Act,** then the basis shall be the 
same as in the hands of the transferor, adjusted for the amount of gain or loss 
recognized to the transferor in the transaction. To qualify as a reorganization 


within the meaning of the Revenue Act a reorganization must fall within one 
of five categories: 









































(A) a statutory merger or consolidation, or (B) the acquisition by one corporation 
in exchange solely for all or a part of its voting stock: of at least 80 per centum of the 
voting stock and at least 80 per centum of the total number of shares of all other 
classes of stock of another corporation; or of substantially all the properties of another 
corporation, or (C) a transfer by a corporation of all or a part of its assets to another 
corporation if immediately after the transfer the transferor or its shareholders, or both, 
are in control of the corporation to which the assets are transferred, or (D) a recapi- 


talization, or (E) a mere change of identity, form, or place of organization, however 
effected.4 



























Exchanges or transfers to a new corporation, consummated in pursuance to a 
plan under Chapters X, XI or XII are not by force of the Bankruptcy Statute 
within the meaning of a “statutory merger or consolidation”’ as defined in sec- 





* The same phrase is also included in the corresponding sections of Chapters XI and XII. 


# Revenue Act of 1938, § 113 (a), 52 Stat. 490 (1938), 26 U.S.C.A. § 113 (a) (Supp. 1938): 
—“The basis of property shall be the cost of such property; except that—.”’ In § 106 of Chap- 
ter X, 52 Stat. 883 (1938), 11 U.S.C.A. § 506 (Supp. 1938) “‘debtor” is defined: ‘‘(5) ‘debtor’ 
shall mean a corporation by or against which a petition has been filed under this chapter 43 


4} Revenue Act of 1938, § 113 (a) (7), 52 Stat. 490 (1938), 26 U.S.C.A. § 113 (a) (7) (Supp. 
1938):—‘‘The basis of property shall be the cost of such property; except that— 
(7) If the property was acquired— 

(B) in a taxable year beginning after December 31, 1935, by a corporation in connection 
with a reorganization, then the basis shall be the same as it would be in the hands of the 
transferor, increased in the amount of gain or decreased in the amount of loss recognized to the 
transferor upon such transfer under the law applicable to the year in which the transfer was 
made. This paragraph shall not apply if the property acquired consists of stock or securities 
in a corporation a party to the reorganization, unless acquired by the issuance of stock or se- 
curities of the transferee as the consideration in whole or in part for the transfer.” 

“§ 112 (g), 52 Stat. 485 (1938), U.S.C.A. § 112 (g) (Supp. 1938):—“‘As used in this 
section and section 113— 
(1) The term ‘reorganization’ means. . . .”” 
Ibid. 
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tion 112(g) (1) (A).* If such transactions do not fit under (B), (C), (D), or (E) 
of 112(g) (1), then there is no reorganization within the meaning of Section 
113(a) (7). It therefore follows that the new corporation is not “required’’ to 
use the debtor-transferor’s basis.47 Accordingly the provisions of section 270 do 
not apply. Section 268 apparently would still prevent recognition of income to 
the debtor (old corporation), trustee, or the new corporation, arising from a re- 
duction of cancellation of indebtedness. The basis of determining gain or loss 
and depreciation on the debtor’s property in the hands of the new corporation 
will, however, be the acquiring corporation’s cost. If the property is acquired in 
exchange for stock having no market value, then the cost will be a fair valuation 
of the property acquired, but if acquired in exchange for stock having a market 
value, then cost will be measured by the market value of the stock given. 

The more common reorganizations employing a new corporation to continue 
the enterprise can usually be fitted into one of the Revenue Act definitions. 
The “foreclosure” type of plan, where the former bondholders become stock- 
holders of the new corporation, has been held to be a reorganization within the 
meaning of section 112(g) (1) (C).4* The Middle West Utilities reorganization 
where the old corporation transferred its assets in exchange for voting stock of 
the new corporation, which stock the old corporation distributed to secured 
and unsecured creditors in satisfaction of their claims, was held to be a reorgani- 
zation within section 112(g) (1) (B).4® The categories of reorganizations listed 
in section 112(g) (1), however, are “artificial ones having little to do with its 
usual connotations as a readjustment of the debt and ownership of corporate 
property effected through judicial process.’’s* Until recently the policy of the 
Treasury has been to construe this definition very strictly,5' but now when it is 
to the interest of the government to collect a deferred tax by reducing basis 
under section 270, the trend will probably be toward a broader interpretation. 
Nevertheless, in some reorganizations under the Bankruptcy Act the new cor- 
poration will start with a basis of its own and will, of course, escape any reduc- 
tion in basis under section 270. 


# 392 C.C.H. 

7447-225 (1939) (digest of a Bureau letter); 383 C.C.H. 

6044 (1938) (complete copy of letter). 

47 McCaffrey, op. cit. supra note 36, at 662. 

48 Comm’r v. Kitselman, 89 F. (2d) 458 (C.C.A. 7th 1937); Comm’r v. Newberry Lumber 
and Chemical Co., 94 F. (2d) 447 (C.C.A. 6th 1938); Leckie, 37 B.T.A. 252 (1938); I.T. 2071, 
III-2 Internal Revenue Bulletin 34 (1924). As to what reorganizations are within § 112(g) (1) 
generally, see Finletter, op. cit. supra note 18, at 466-486; Baar and Morris, Hidden Taxes in 
Corporate Reorganizations 1-160 (1935). 

# 392 C.C.H. J 747.355 (1939) (digest of Bureau letter). 

S° Finletter, op. cit. supra note 18, at 471. 


st Treas. Reg. ror, Art. 112 (g)-2:—‘The application of the term ‘reorganization’ is to be 
strictly limited to the specific transaction set forth in section 112 (g) (1).”’ 
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WAGE-EARNER RECEIVERSHIPS 


Among its many reforms of the bankruptcy law, the Chandler Act, in a 
chapter entitled “Wage-Earners’ Plans,’’* undertakes to provide a specialized 
mechanism designed to aid those who earn moderate wages in the adjustment 
and liquidation of their debts. Aid of a supervisory nature is not normally con- 
ceived to be a legitimate function of the bankruptcy court. Heretofore bank- 
ruptcy laws have been generally confined to liquidation and distribution.? The 
basis for the novel desire to extend the helping hand of the court to the debtor 
seems to lie in a depression-born solicitude for those in economic difficulty and 
in the popularization of the sociological thesis that economic forces are to 
blame for many of man’s shortcomings.’ Depression-given respectability to 
moratoria is perhaps an additional factor.‘ 

Another shift in policy is also apparent. In the light of the intent to aid the 
debtor, this change in policy is perhaps an anomalous one. In non-commercial 
bankruptcies emphasis in the past has been on discharge, rather than on dis- 
tribution to creditors. The cause of this state of affairs, the lack of assets to 
distribute, has now been overcome by the utilization of a hitherto inviolate 
asset, future earnings,’ and the new policy accordingly emphasizes distribution 
rather than discharge. 

I 


The Wage-Earner chapter of the Chandler Act had its genesis in a compre- 
hensive report on bankruptcy law and practice prepared by Lloyd K. Garrison 
under the direction of the Attorney-General and submitted to President Hoover 
in December of 1931. Pursuant to suggestions therein, the Hastings-Michener 
Bill,” introduced in the first session of the Seventy-second Congress, set up a 
procedure permitting the wage-earner to amortize his debts by periodical pay- 
ments over a period of time. This bill was never reported out of committee; 
on March 3, 1933, however, a new section was added to the bankruptcy law. 

















* 52 Stat. 930-38 (1938), 11 U.S.C.A. 1001-86 (1938). 


? McLaughlin, Aspects of the Chandler Bill to Amend the Bankruptcy Act, 4 Univ. Chi. 
L. Rev. 369, 375 (1937). Wiswall v. Campbell, 93 U.S. 347, 350 (1876); Burlingham v. Crouse, 
228 U.S. 459, 473 (1913). 


3 That is to say, bankruptcy, inability to pay debts, should not be looked upon as iniquitous. 
See Treiman, Acts of Bankruptcy: A Medieval Concept in Modern Bankruptcy Law, 52 
Harv. L. Rev. 189 (1939). 


4 See the Proclamation of the President, March 6, 1933, declaring a national emergency and 
providing for a bank moratorium. See also the Frazier-Lemke Act, 48 Stat. 1289 (1934), 11 
U.S.C.A. 203 (1937). 


5 See Local Loan Co. v. Hunt, 292 U.S. 234 (1934) holding that assignment of future wages 
is unenforceable after discharge in bankruptcy. 

* Report of the President on the Bankruptcy Act and Its Administration in the Courts of 
the United States (1931), contained in Sen. Doc. No. 65, 72d Cong. 1st Sess. (1932). 
7 Senate Bill, S. 3866 (1932). 
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This section, 74,* providing for aid to individuals and firms who were in diffi- 
culties but not insolvent, allowed payment on an installment basis through an 
arrangement with a majority of creditors. A few courts, notably the district 
court in Birmingham, Alabama, adapted this section to the relief of the finan- 
cially embarrassed wage-earner.? Effective relief necessitated special practices 
not legally sanctioned by the act itself.*° Immediate success was achieved; but 
the procedure remained cumbersome, and defects, not remediable except 
through Congressional action, hampered efficient operation.” 

The draftsmen of the Chandler Act have attempted, in Chapter XIII, to 
fashion a procedure adapted to solve the particular problems of wage-earner 
relief.* A debtor who is insolvent or unable to pay his debts as they mature’ is 
enabled to submit a plan to adjust his debts at a meeting of creditors called by 
the court.'¢ A plan must include provisions dealing with unsecured debts gen- 
erally'’ and may include provisions dealing with secured debts severally.” 
Future wages must be submitted to the supervision and control of the court;"’ 
the entire scheme is predicated on the concept that a settlement will be effected 
out of future earnings."* Broad discretion is given as to terms and contents of a 
plan. Confirmation may be received upon acceptance by a majority of the 
unsecured creditors and all the secured creditors with whom the plan deals,” 
if the court is satisfied that the plan is fair and to the best interests of the 
creditors.”° 

The demand for wage-earner receivership arose by reason of the conclusions 
reached in the Attorney-General’s report” and again in the Congressional in- 
quiries on the Hastings-Michener Bill* and the Chandler Bill.*3 These conclu- 


§ 47 Stat. 1467 (1933), 11 U.S.C.A. 202 (1937), later amended by 48 Stat. 922 (1934) and 
49 Stat. 246 (1935). 


9° The section was not designed for wage-earners. For its background and basis see Report 
to the President, note 6 supra, at 86-9. 

t0 See testimony of Valentine J. Nesbit, referee in bankruptcy, Birmingham, Ala., in Hear- 
ing before the House Committee on the Judiciary on H.R. 8046, 75th Cong. 1st Sess. (1937). 

™ See testimony of Charles True Adams, referee in bankruptcy, eastern division, northern 
district of Illinois, ibid. 

™ For the background and theory of the wage-earner chapter see the Report to the Presi- 
dent, note 6 supra, at 77-85; Report of the House Committee on the Judiciary, rep. no. 1409, 
76th Cong. rst Sess., 52-5 (1937). 


"3 § 623. Section references are to sections of the Bankruptcy Act of 1898, as amended. 
U.S.C.A. will not be cited. The Bankruptcy Act is contained in Title rr. 

14 §§ 632, 633. *7 § 646 (4). 2° § 656. 

5 § 646 (1). *8 See reports cited in note 12 supra. * Note 6 supra. 

© § 646 (2). 9 § 652. 

™See Hearings before a Subcommittee of the Senate Committee on the Judiciary on 
S. 3866, 72d Cong. rst Sess. (1932). 

43 See Hearings before a Subcommittee of the Senate Committee on the Judiciary on 


H.R. 8046, 75th Cong. ad Sess. (1937); Hearing before the House Committee on the Judiciary, 
note 10 supra. 
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sions were reaffirmed both by the experience of the Birmingham court and by 
other studies by interested groups.4 

It was determined that: (1) Wage-earners constitute over 50% of all bank- 
rupts.** (2) They are driven into bankruptcy chiefly by the pressure of gar- 
nishments, even in the midst of efforts to pay.** (3) Many wage-earners who are 
now forced into bankruptcy could pay their creditors in full if given time and 
protection.”” (4) If the law offered this relief, a still larger number who now 
resort to loan sharks and gradually get in debt beyond their capacity to pay 
would find relief at comparatively early stages of indebtedness.** (5) Most 
wage-earners desire to pay their debts and avoid the “stigma” of bankruptcy 
and impairment of credit standing.*® (6) A great many wage-earners deserve 
aid, in the sense that they have become overburdened by debt through no 
fault of their own.3° It was, in the main, on these conclusions that belief in the 
necessity for some type of wage-earner debtor relief was predicated. 

It has also been suggested that the wage-earner debtor needs the offered 
relief in order that an opportunity be given him to scale down his debts. The 
theory of this suggestion rests on the argument that, since prices fluctuate with 
the gyrations of the business cycle, the debtor often owes money on articles 
whose value, at present cash rates, is far less than the amount for which he is 
indebted on the purchase. Since he would pay far less if he were forced into 
bankruptcy, the creditors have little cause to complain at scaling down. The 
requirements that a majority of the creditors approve the plan* and that the 
court be satisfied that the plan is fair will be ample safeguards against abuse 
of this privilege. 

*4 Fortas, Wage Assignments in Chicago, 42 Yale L. J. 526 (1933); Nehemkis, The Boston 
Poor Debtor Court, 42 Yale L. J. 561 (1933); Robinson and Stearns, Ten Thousand Small 
Loans (1930). 

*s See Sturges, Credit Administration and Wage Earner Bankruptcies, 42 Yale L. J. 487 
(1933); Nugent, Why Wage Earners Go Bankrupt, 24 Am. Bkg. Ass’n J. 9 (1931). See also 
the Annual Report of the Attorney Gen’l, 246-7 (1938); and the 1937 report, at 201-2. 

* Sturges, op. cit. supra note 25; Report to the President, op. cit. supra note 6, at 81; 
Nugent, Devices for Liquidating Small Claims in Detroit, 2 Law and Contemp. Prob. 59 
(1935). Garnishments are the precipitating cause of most wage-earner bankruptcies. Ease of 
garnishment, with attendant inconvenience to employers, leads to strict rules of discharge upon 
garnishment. Fear of discharge may be used as a club over the debtor. Ease of garnishment 
also leads to a too liberal extension of credit. 


27 Report to the President, op. cit. supra note 6, at 82. The experience of the American 
Amortization Co. of Chicago discussed in this Report is worthy of note. This company con- 
ducted very successfully a business of assisting wage-earners to amortize their debts. 

*® Robinson and Stearns, op. cit. supra note 24; Robinson and Nugent, Regulation of the 
Small Loan Business (1935); Report to the President, op. cit. supra note 6, at 83. 

*9 Report to the President, op. cit. supra note 6, at 80. For a discussion and historical study 
of the stigma attached to one who goes through bankruptcy see Treiman, op. cit. supra note 3. 

3° Sadd and Williams, Causes of Bankruptcies among Consumers (U.S. Bur. of Foreign 
and Domestic Commerce, Dom. Com. Ser., no. 82) (1933); Better Business Bureau Activities 
in Aid of the Time Purchaser, 2 Law and Contemp. Prob. 245 (1935). 


* § 652. 3 § 656. 
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The procedure offered is not without advantage to creditors. After a plan is 
put into operation, repayment by installments is steady and certain, since the 
plan is binding on the debtor. The high cost of collection and the uncertainty 
and annoyance of the garnishment method are eliminated. Fear of bankruptcy 
and attendant extinguishment of the debt is ended. Perhaps these factors, 
rather than pure altruism, account for the wholehearted support of the Ameri- 
can Retail Federation and the National Retail Credit Association.*4 

The necessity, or at least the utility, of some procedure to remedy the plight 
of the debtor attempting to pay, yet driven into bankruptcy, is indicated. The 
justice of the creditor’s demand for payment is unquestioned; nor can the 
creditor be accused of wrongful moral conduct in pursuing his legal remedy, 
garnishment. It would seem then that some scheme whereby the creditor would 
receive protection while the debtor would be afforded an opportunity to meet 
his obligations freed from the necessity of dodging the installment collector 
would find ready justification in social benefit to both debtor and creditor. 
Accordingly the plan found ready endorsement by representatives of both credi- 
tor and debtors interests when drafted into the Hastings-Michener Bill and 
when passed as part of the Chandler Act. 


II 
The remedy of personal receivership is now offered to alleviate the former 
lack. Under the procedure set up by the Chandler Act the problems of the 
creditors are carefully solved and their interests more than adequately pro- 


tected. Unfortunately the same is not true of the problems of debtors. The 
benefit of the relief afforded them is not without attendant detriment and 
danger. These dangers and ills are due in part to the creditor influence in the 
drafting of the bill and in part to a failure to scrutinize closely the possible 
effects of the procedure. 

The initial consideration and objection, if it is an objection, is perhaps a 
philosophical one. The epithet of paternalism is applicable to the operation of 
the wage-earner provisions of the act. The court, after a plan has been con- 
summated, assumes complete control over the economic life of the debtor for 
the duration of the plan.** The court receives his wages directly from the em- 
ployer, pays off his creditors, and retains the power to dole out more or less to 
the debtor as changes in circumstances warrant.*’ The debtor is forced to live 


33 § 657. 

34 See, for example, testimony of the president of the American Retail Federation, and testi- 
mony of the Washington counsel for the Nat’) Retail Credit Ass’n, Hearing before the House 
Committee on the Judiciary, note 10 supra, at 56 and 64. 

38 See endorsements by the United Brotherhood of Carpenters and Joiners of America, the 
Nat’! Federation of Fed. Employees, the United Mine Workers of America, the Railway Mail 
Ass’n, and the A. F. of L. in Hearings before a Subcommittee of the Senate Committee on the 
Judiciary, note 22 supra, at 1028-30. 


% §§ 646 (4), 658 (1). 31 § 646 (5). 
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within his income since it is practically impossible for him to obtain credit 
while his wages are under the control of the court. The result may be highly 
beneficial in rehabilitating the improvident and imprudent debtor; the benev- 
olent despot, however, in spite of the wisdom of his ministrations, has been 
said to be more harmful than beneficial in the long run. The question of the 
merits of the “helping hand” doctrine as opposed to the “stand on your own 
feet” doctrine has been a much mooted one of recent years, and needs no further 
delineation.3® 

An equally serious problem arises in connection with the realization that 
under the act as now drafted, once the debtor has procured confirmation of a 
plan, he is bound by its terms.3? As a practical matter, the voluntary nature of 
the choice given to the debtor to file under this chapter*® rather than under 
regular bankruptcy may be illusory. The debtor will be under pressure by the 
creditor, who is likely to be in a position to exert not a little influence as soon as 
the debtor falls in arrears. Public opinion, too, is likely to cause pressure, since 
moratorium appears more ethical than discharge. It is doubtful that in all cases 
the debtor will intelligently consider the future and the nature of the arrange- 
ment to which he is subjecting himself. The binding nature of the plan, coupled 
with the possibility that the debtor’s consent may be given under pressure, or 
injudiciously, gives rise to trepidation for the liberty of the debtor. Future 
earning power is so closely bound with personal liberty that the danger of 
“wage-slavery”’ is manifest.” 

This danger becomes even more acute in the light of section 661 which pro- 
vides that the court may discharge the debtor if after three years he has failed 
to complete payments through no fault of his own. The negative corollary of 
this is that not only meed not the court discharge him, but it may force him to 
continue payments by extending the duration of the plan in its discretion, or 
until the entire debt is paid. Of course with an enlightened court there is little 
danger of “‘wage-slavery.” As the act is now cast, however, possible danger of 
severe treatment of the debtor is apparent. 

Justification for the failure to provide for a method by which the debtor, in 
his sole discretion, could repudiate the plan at short intervals would seem to be 
lacking. He should be allowed either to go into bankruptcy or to resume his 
status with respect to creditors as though he had never filed under Chapter 
XIII. Especially is this true in the light of the fact that the creditor’s position 


38 See Lindeman, Public Welfare, 12 Enc. of Soc. Sci. 687 (1934); Reed, The Growing Evil 
of Paternalism, 10 Neb. L. B. 110 (1930); Stewart, Social Security (1937). 

3° § 657. 

4° While a debtor who earns over $1,500 may be adjudged an involuntary bankrupt, 
§§ 1(32), 4b, no provision is made for involuntary petitions under this chapter. 

« “When a person assigns future wages, he, in effect, pledges his future earning power. The 
power of the individual to earn a living for himself and those dependent upon him is in the 


nature of a personal liberty quite as much as, if not more than, it is a property right.’”’ Local 
Loan Co. v. Hunt, 292 U.S. 234, 245 (1934). 
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would be no worse than before the wage-earner filed under the Chapter. Per- 
haps the dangers may be alleviated by inclusion by the well-advised debtor of a 
provision in the plan for release at will; such a provision, however, might be 
struck down as “inconsistent with the Chapter.” 

An alternative solution to the problems assailed by this Chapter has been 
suggested by former referee in bankruptcy Charles True Adams. His plan 
would provide a scheme whereby after a wage-earner, who wants to avoid the 
“stigma” of bankruptcy and who honestly desires to pay his debts, has been 
adjudicated a bankrupt he would be given a certain period of time to repay 
them. If he did so, his adjudication as a bankrupt would be set aside. This 
would accomplish many objectives of the present act, without putting the 
debtor into a position from which he suddenly finds it impossible to extricate 
himself. 

It is unfortunate that a project conceived in the desire to aid the wage- 
earner, should, perhaps through strong creditor influence, create the danger of 
enticing him into an irrevocable arrangement in which his future earnings are 
impounded to pay his debts. 

A less serious defect is encountered, as the act is now framed, in the failure on 
the part of the drafting committee to define strictly the nature and incidents of 
wage assignments. If a debt secured by a wage assignment is a secured claim in 
states which regard them as such, it will be protected against impairment.“ 
Consequently, wage-earners who come into court with their wages already as- 
signed will be hindered in their attempts to take advantage of the provided 
procedure. In Local Loan Co. v. Hunt it was said, “The earning power of an 
individual is the power to create property; but it is not translated into property 
within the meaning of the bankruptcy act until it has brought earnings into 
existence.’’44 The court in this case held that wage-assignments were discharged 
by bankruptcy. The court refused to consider the Rules of Decisions Act as 
binding and rested its decision on the clear policy of the bankruptcy act. Since 
the case held that debts secured by wage-assignments were not secured claims 
for the purpose of discharge, it is persuasive on the question of whether wage- 
assignments are securities for the purpose of this chapter of the bankruptcy act; 
the case is not, however, conclusive and the Supreme Court, from the point of 
view of logic and legal scholarship, would be justified in treating debts secured 
by wage-assignments as secured debts. If the court so holds, although the 
obstacle will not be insurmountable, the operation of the act will be greatly 
hampered. 

42 § 646 (7). It is interesting to note that it was originally contemplated that the may in 
§ 661, should read shall. See Hearing before the House Committee on the Judiciary, note 10 
supra, at 53. 

43 By the terms of the act, to avoid constitutional objection, the consent of secured creditors 


to any plan which includes their claims is required. §§ 651, 652. See 74 A.L.R. 903 (1931); 
and 93 A.L.R. 202 (1934). 


4 292 U.S. 234, 243 (1934). 
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Procedurally the act seems well suited to meet its objectives. After the debt- 
or has filed a petition containing a statement of his executory contracts, his 
schedules, and a statement of affairs,45 a meeting of creditors is called by the 
court.4* At the meeting the judge or the referee receives proofs of claim and 
allows or disallows them, the debtor submits a plan, obtains written accept- 
ances, and the court sets a date for confirmation.‘7 After acceptance the court 
appoints a trustee to receive and distribute all moneys to be paid under the 
plan.** When the provisions of the plan have been carried out the court dis- 
charges the debtor from all debts which were included in the plan.*® The pro- 
cedure is simple and quick. 

Cost to the debtor have been scaled down to the lowest practicable mini- 
mum. They consist of a filing fee of $15.00, distributed $5.00 to the clerk and 
$10.00 to the referee,5° a deposit for the expenses of the referee of not to exceed 
$15.00,5' a reasonable attorney’s fee to be set by the court,5? and commissions 
to the referee of 1% and to the trustee of 5% upon payments actually made by 
or for the debtor.53 Thus in a case involving a total indebtedness of $1000, the 
referee would receive a $10.00 fee and a $10.00 commission, and the trustee 
$50.00 for services extending over a period of possibly three years or more.*4 
Only the filing fee and the deposit for indemnification of the referee are payable 
before the plan is in operation. The other expenses are payable out of the 
debtor’s future wages. 

The moderate cost, in connection with the efficiency of the process from the 
point of view of the creditor, has led to the accusation that the bankruptcy 
court has been transformed into a low cost collection agency®s for the benefit of 
creditor interests. The objection is also made that the officers of the court are 
being underpaid. Neither of these objections should be particularly persuasive. 
Although expenses may exceed the fees allowed, the court will probably allow the 
administrative officers who lose on these cases to make up their losses by alloca- 
tion to them of more remunerative cases.5° Heretofore the costs to the wage- 
earner were disproportionate to the amount of his indebtedness. 

The definition of wage-earners sets total earnings at a $3600 maximum 
for the purpose of taking advantage of the provisions of this chapter.5? The 
figure was placed at $3600 by an extremely arbitrary method of computa- 
tion.s* Only one reason is apparent for setting any upper limit on the income of 


S § 624. 48 § 633(4). 5 § 633(2). 
# § 632. 4 § 660. 5 § 659(4). 
47 § 633. 5° § 624(3). 53 § 659(3). 


54 These expenses should be compared with fees under ordinary bankruptcy. See §§ 40, 
48, 52. 


ss Hearing before the House Committee on the Judiciary, note 10 supra, at 55 and 248. 
% Ibid. 57 § 606(8). 
58 See Hearing before the House Committee on the Judiciary, note 10 supra, at 52. 
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those who may choose to take advantage of the relief offered by the chapter, 
the fact that the procedure is offered at a low cost.5® Even if an upper limit is 
necessary, a more intelligent method of arriving at the figure might be benefi- 
cial. Perhaps a sliding scale, varying with sections of the country or with the 
degree of urbanization of the area would best serve the ends of the act. 

Inclusion of secured claims in a plan is permissive, not mandatory.” This 
prevents a recalcitrant secured creditor from being able to block consummation 
of a plan. Although unsecured creditors are to be dealt with as a class and for 
acceptance of a plan by them it is sufficient that a majority in number and 
amount of claims agree, secured creditors must be dealt with individually. This 
method of dealing with them was thought to be necessary to prevent constitu- 
tional objections under the doctrine of the decision in Louisville Joint Stock Land 
Bank v. Radford.” It will usually be impossible to place several secured credi- 
tors in a single class, since generally each creditor will hold a lien on a different 
article. As a practical matter, secured creditors are likely to join willingly in the 
offered plan. 

Provision is made for modification of the plan, in the discretion of the court, 
upon notice to the parties and after hearing, so as to accord with unforeseen 
developments in the position of the debtor.®? This section will be especially pro- 
tective to the debtor but will aid the creditor as well, as the changed circum- 
stances of the debtor permit. 

Very properly, provision for debts secured by real estate is not included under 
this chapter.** Indebtedness secured by real property is usually too great to be 
provided for by payment out of future earnings and the peculiar incidents of 
and rules relating to real property are too cumbersome for a simple procedure 
meeting the needs of the wage-earner. Of course the wage-earner is permitted to 
file under Chapter XII dealing with real property.®s 

Some less important features of the act may be commented on. Orders 
against employers are given the effect of judgments and may be enforced as 
such. This puts teeth into the act. The court is permitted to authorize rejec- 
tion of executory contracts, and, while the debtor will be liable in damages, 
contracts which under his circumstances are too burdensome will be eliminated. 
Measure of damages on leases is restricted to one year’s rent.®® This is not 
unjust to the creditor and makes the procedure more available to the debtor. 
The requirement of proof by creditors that their debts are free from usury”® will 
aid in scaling down the indebtedness of unfairly burdened individuals. The 
debtor is permitted to file a petition under this chapter while in a pending 


59 Perhaps the conception of the act as a device to aid those of very limited means prompted 
the drafters to set a maximum figure. 


6° § 646(2). * 295 U.S. 555 (1935). 

* Hearing before the House Committee on the Judiciary, note 10 supra, at 63 and 259. 
63 § 646(s). $5 § 406(6). $7 §§ 613(1), 646(6). 69 Ibid. 

$4 § 606(1). % § 658(2). 68 § 642. 7 § 656(b). 
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bankruptcy proceeding, either before or after his adjudication.”’ This will aid, 
in the main, that group of wage-earners whose incomes range between $1500 
and $3600 and thus may have been involuntarily forced into bankruptcy. 
Exemptions” and priorities’? are the same as under ordinary bankruptcy. 

The lack of specific provision relating to after-acquired indebtedness is 
likely to lead to difficulty. It would seem that although the later creditors will 
be able to proceed against any other asset they will not be able to attach the 
wages of the debtor. From a practical viewpoint this means that a debtor will 
find it almost impossible to get credit. 

The act also lacks a limitation on the number of times the debtor can file 
thereunder. If there has been no scaling-down either by the plan or by a dis- 
charge from his debts,’4 but merely an extension, there is no limit on the debtor. 
He can, after finishing one plan, immediately begin another. This lends force to 
the argument that the court may be utilized as a collection agency. 

The debtor has the alternative of choosing to file under Chapter XI dealing 
with arrangements;’5 Chapter XIII, however, is far more advantageous to his 
need, both with respect to costs and to machinery designed for the wage- 
earner’s special problems. 

It has been suggested that the problems to be solved may be better met by 
state systems of personal receivership. At least five states, Michigan, Ohio, 
Wisconsin, Minnesota and Vermont have laws in operation providing this relief 
under state auspices.” The subject has been adequately treated by Professors 
Douglas’? and Garrison.”® 

The necessity for some provision to relieve the conflict between debtor and 
creditor is evident. Undoubtedly this act will serve a useful purpose in pro- 
viding a workable solution for the problems of many. 


CORPORATIONS AMENABLE TO THE NEW 
BANKRUPTCY ACT 


While section 77B* was in force many questions arose as to what kinds of 
corporations were subject to its provisions. The problem of the amenability 
of acharitable corporation,’ a dissolved corporation,’ or a corporation organized 

™ § 6ar. 73 § 659(6). 

72 § 637. 7 Pursuant to § 661. 78 § 306(3). 

% Mich. Comp. Laws (Mason Supp. 1933), §§ 15364-1 to 15364-13; Ohio Gen. Code 


(Page, Code Service no. 2, 1933), § 11728-1; Minn. Stat. (Mason, 1927), § 1377; Vt. Laws, 
1933, No. 30; Wis. Stat. 1937, § 128.21. 


7” Douglas, Wage Earner Bankruptcies—State v. Federal Control, 42 Yale L. J. s91 (1933). 
78 Garrison, Wisconsin’s New ‘‘Personal Receivership” Law, Wis. L. Rev. 201 (1938). 

* 48 Stat. 912 (1934), 11 U.S.C.A. § 207 (1937). 

* In re Michigan Sanitarium and Benevolent Ass’n, 20 F. Supp. 979 (Mich. 1937). 


3 In re 4136 Wilcox Ave., 302 U.S. 120 (1938); Hammond v. Lyon Realty Co., 59 F. (2d) 
592 (C.C.A. 4th 1932); Old Fort Improvement Co. v. Lea, 89 F. (2d) 286 (C.C.A. 4th 1937); 





468 THE UNIVERSITY OF CHICAGO LAW REVIEW 


solely to take advantage of the reorganization machinery‘ occasioned no small 
amount of litigation. In spite of the provisions of Chapter X5 which supersedes 
section 77B the problem of the amenability of these types of corporations re- 
mains perplexing. 

Chapter X has changed the definition of a debtor from any corporation which 
could become a bankrupt under section 4 to any corporation which could be 
“adjudged a bankrupt.” In determining whether or not this definition changes 
the type of corporations subject to its provisions, there are several relevant sec- 
tions of the bankruptcy act. ““Adjudged a bankrupt” appears in section 4(b) 
which states that only moneyed, business or manufacturing corporations may 
be adjudged an involuntary bankrupt.’ This is in contrast with section 4(a) 
which says that “any person... . shall be entitled to the benefits of this Act.’”® 
Person includes corporations except where otherwise specified. This latter def- 
inition was previously used in section 77B and Chapter XI? also retains it. Fur- 
thermore section 1(4) in its definition of a bankrupt uses the phrase “adjudged a 
bankrupt” as contrasted with one who can file a petition.’® But it does not ap- 
pear that Congress intended to limit Chapter X to moneyed, business, or manu- 
facturing corporations. The purpose of the change was to obtain uniformity in 
the meaning of corporation so that a definite meaning would be available. (The 
objective of the change appears to be to abolish the distinction between volun- 
tary and involuntary proceedings.) Since adjudication is a decree that a person 
is bankrupt” and a decree of adjudication is entered in voluntary proceedings," 
the phrase “adjudged a bankrupt” refers to the court’s powers to enter a decree 
of adjudication. As such, the words “adjudged a bankrupt” are not limited to 
involuntary proceedings so that prior opinion which considered charitable cor- 
porations amenable to reorganization proceedings is still sound." 


Capital Endowment Co. v. Kroeger, 86 F. (2d) 976 (C.C.A. 6th 1936); Im re 211 East Delaware 
Place Bldg. Corp., 76 F. (2d) 834 (C.C.A. 7th 1935); Im re Park Beach Hotel Bldg. Corp., 96 
F. (2d) 886 (C.C.A. 7th 1938); Jn re 69th and Crandon Bldg. Corp., 97 F. (2d) 392 (C.C.A. 7th 
1938); In re International Sugar Feed Co., 23 F. Supp. 197 (Minn. 1938). 

4 In re Milwaukee Post Building Corp., 95 F. (2d) 948 (C.C.A. 8th 1938); Jn re Loeb Apts., 
89 F. (2d) 461 (C.C.A. 7th 1937); Im re Knickerbocker Hotel Company, 81 F. (2d) 981 (C.C.A. 
7th 1936); Im re North Kenmore Bldg. Corp., 81 F. (2d) 656 (C.C.A. 7th 1936); In re Franc- 
fair, 13 F. Supp. 513 (N.Y. 1935). 

5 52 Stat. 883 (1938), 11 U.S.C.A. § sor (Supp. 1938). 

§ 52 Stat. 883 (1938), 11 U.S.C.A. § 506 (3) (Supp. 1938). 

7 52 Stat. 845 (1938), 11 U.S.C.A. § 22 (Supp. 1938). 

8 Ibid. 9 52 Stat. 906 (1938), 11 U.S.C.A. § 706 (3) (Supp. 1938). 

© 52 Stat. 840 (1938), 11 U.S.C.A. § 1 (4) (Supp. 1938). 

See Sen. Report 1916, 75th Cong. 3d Sess., 23 (1937). 

12 52 Stat. 840 (1938), rr U.S.C.A. § 1 (2) (Supp. 1938). 

3 52 Stat. 851 (1938), rr U.S.C.A. § 41 (g) (Supp. 1938). 


*4 See Weinstein, Corporations Amenable to § 77B, 83 U. of Pa. L. Rev. 853, 855 (1035); 
Tondel, Corporations Eligible for Relief under § 77B, 2t Minn. L. Rev. 144 (1936). Cf. In re 
Michigan Sanitarium and Benevolent Ass’n, 20 F. Supp. 979 (Mich. 1937). 
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Even if Chapter X is limited to moneyed, business or manufacturing cor- 
porations, an alternative basis for allowing a charitable corporation to take 
advantage of the bankruptcy laws is that it is a business corporation. The word 
business does not require that the corporation be conducted for profit in the 
sense that its earnings be divided among its stockholders or members.’ Any 
corporation which has elaborate business dealings with the public might be 
considered a business corporation.”® 

A more difficult issue is whether or not an involuntary petition can be filed 
against a charitable corporation. In Jn re Michigan Sanitarium and Benevolent 
Ass’n*? the court dismissed the petition filed by creditors on the ground that 
section 77B by its reference to section 4 incorporated in section 77B the dis- 
tinction between voluntary and involuntary proceedings. If Chapter X by its 
definition of corporation is limited to moneyed, business or manufacturing 
corporations, no petition could be filed by or against a charitable corporation. 
Assuming a voluntary petition can be filed, an involuntary petition should also 
be allowed. Ordinary bankruptcy involves drastic liquidation proceedings and 
aims at the termination of an enterprise. Reorganization is essentially a con- 
structive proceeding and contemplates rehabilitation."* It is quite understand- 
able that in view of these different objectives Congress should exempt non-profit 
corporations from involuntary bankruptcy proceedings while permitting them 
to voluntarily wind up their affairs. Also the perpetuation of charities will not 
be jeopardized by such proceedings and the corporation’s beneficial activities 
will not be ended. 

Since a charitable corporation could not be subject to an involuntary petition 
it may be urged that if no plan of reorganization is proposed or confirmed, the 
court has power to enter an order of liquidation accomplishing indirectly that 
which it could not do directly.'® This argument is not persuasive because it can 
be argued that if the judge with knowledge of the situation enters an order of 
liquidation it will be an abuse of his discretion. Moreover it seems that the 
judge could not enter an order of liquidation because the Congressional policy 


*s See Schuster v. Ohio Farmers’ Co-op Milk Association, 61 F. (2d) 337 (C.C.A. 6th 1932); 
7 Tulane L. Rev. 458 (1932); Jn re William McKinley Lodge, 4 F. Supp. 280 (N.Y. 1933). 
Contra, In re Dairy Marketing Ass’n of Ft. Wayne, Inc., 8 F. (2d) 626 (D.C. Ind. 1925); 74 U. 
of Pa. L. Rev. 408 (1925). 


6 The word business has been strictly construed by the courts in bankruptcy proceedings. 
In re Fulton Club, 113 Fed. 997 (D.C. Ga. 1902); Jn re Elmsbird Country Club, so F. (2d) 238 
(D.C.N.Y. 1931); but ¢f. Gibbons v. Ogden, 9 Wheat. (U.S.) 1188 (1824) where Chief Justice 
Marshall said ‘Commerce is intercourse.” 


17 20 F. Supp. 979 (Mich. 1937); noted 24 Va. L. Rev. 448 (1938). 

8 See Weinstein, op. cit. supra note 14, at 863. 

9 52 Stat. 899 (1938), 11 U.S.C.A. § 636 (2) (Supp. 1938). In Imre Michigan Sanitarium 
and Benevolent Ass’n, 20 F. Supp. 979, 985 (Mich. 1937) the court said ‘ ‘If a plan of reorganiza- 


tion is not confirmed, the court may direct the estate to be liquidated. Thus there would be 


an involuntary bankruptcy proceeding under § 4b... .. Congress did not intend to amend 
§ 4b by any such oblique and indirect method.” 


: 
} 
7 
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exempting charitable corporations from involuntary bankruptcy proceedings 
would be controlling in this situation. 

The changes in the Chandler Act have not qualified the position of a dis- 
solved corporation. The issue is still centered on the meaning of “corporation.” 
It is admitted that once Congress has legislated on the subject of dissolved cor- 
porations its rights to administer the assets of the corporation are paramount to 
the state’s rights.” Even if the state attempts by its decrees of dissolution to 
limit the powers of the federal government to take charge of the corporate as- 
sets, the legislation would be invalidated. But in the absence of specific legis- 
lation on the subject, it is reasonable to assume that state law pertaining to the 
legislation of dissolved corporations will be suspended only when the juris- 
diction of the bankruptcy court is invoked.” 

Logically there is a difference between the filing of a debtor and creditor 
petition, but the courts have not expressly distinguished between them.” 
The decision in Im re 4136 Wilcox Avenue*4 has recognized that there may be 
one. This differentiation is now being followed in the seventh circuit.*5 The 
filing of a petition for reorganization by a corporation involves a corporate act. 
But a corporation without the benefit of a statute providing for the winding up 
of its affairs has no power to use its corporate capacity after the entrance of a 
decree of dissolution.” Therefore, it was held in In re 4136 Wilcox Avenue,” 
that a dissolved corporation could not file a voluntary petition for reorganiza- 
tion after the statutory period for winding up its affairs had expired. It can be 
contended, however, that the incapacity imposed upon the corporation by the 

2° Article 188 clause (4) of the federal Constitution states: ‘“The Congress shall have power 
.... toestablish . . . . uniform laws of bankruptcy.” All conflicting state law must yield when 
Congress has exercised its power. International Shoe Co. v. Pinkus, 278 U.S. 261 (1928); 
Fidelity Trust Co. v. Union Nat’l Bank of Pittsburgh, 313 Pa. 467, 485, 169 Atl. 209, 216 
(1933); Jn re Perkins, 3 F. Supp. 697 (N.Y. 1933); Union Guardian Trust Co. v. Detroit 
Creamery Co., 265 Mich. 636, 251 N.W. 797 (1933); Sturges v. Crowninshield, 4 Wheat. (U.S.) 
122 (1819). See Miller, Illinois Business Corporation Act and Bankruptcy Legislation, 29 Ill. 
L. Rev. 695 (1935). For a general discussion see 48 Yale L. J. 650 (1939). 

Terral v. Burke Construction Co., 257 U.S. 529 (1922); Pensacola Tel. Co. v. Western 
Union Tel. Co., 76 U.S. 1 (1878). See Jn re Bankshares Corporation of the United States, 
50 F. (2d) 94 (C.C.A. 2d 1931) where it was held that directors of a corporation can consent 
to an act of bankruptcy after appointment of a receiver. 

22 Ogden v. Saunders, 12 Wheat. (U.S.) 213 (1827); Im re Watts, 190 U.S. 1 (1902); Johnson 
v. Star, 287 U.S. 527 (1933); Moore and Levi, Gilbert’s Collier on Bankruptcy 2 (4th ed. 1937). 

23 Old Fort Improvement Co. v. Lea, 89 F. (2d) 286 (C.C.A. 4th 1937); Im re 211 East 
Delaware Place Bldg. Corp., 76 F. (2d) 834 (C.C.A. 7th 1935). But see Jn re Vassary Foundry, 
293 Fed. 248 (D.C. Mich. 1923); Jarow, Voluntary Reorganization of Dissolved Corporations, 
At Corp. Reorg. & Am. Bank. Review go (1937). 

4 302 U.S. 120 (1938). 

28 In re Park Beach Hotel Bldg. Corp., 96 F. (2d) 886, 892 (C.C.A. 7th 1938). 

* Oklahoma Gas Co. v. Oklahoma, 273 U.S. 257 (1927); Clinton v. Cooppedge, 2 F. Supp. 
935 (Okla. 1933). 

7 302 U.S. 120 (1938). 
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state should not bar it from seeking federal relief because the definition of 
organizations amenable to reorganization includes non-corporate organizations. 
Because of this it is arguable that Congress did not intend to preclude dissolved 
corporations from liquidating under federal procedure. But on the other hand 
it can be said that Congress felt that the state procedure for the administration 
of the assets of dissolved corporations was adequate just as Congress thinks it 
desirable to allow the states to administer decedents estates.”* 

It is submitted, however, that in view of the definition of a corporation in 
Chapter X as one which could be adjudged a bankrupt a dissolved corporation 
should be amenable to reorganization by a voluntary petition. If the Supreme 
Court should permit an involuntary petition to be filed against a dissolved cor- 
poration after the statutory period of winding up has expired—the question 
expressly left open by the Wilcox decision—the dissolved corporation is one which 
could be adjudged a bankrupt within the literal meaning of the definition of a 
corporation in Chapter X. As such the manner of instituting the proceedings 
should be immaterial. The Supreme Court could maintain the position it took 
in the Wilcox case in spite of the new definition of a corporation by declaring 
that a dissolved corporation is not a corporation. Another basis for denying 
relief would be to hold that the filing of a petition by a dissolved corporation is 
an act of bad faith.?9 

The difficulties of finding a corporate act are eliminated when a petition 
against a dissolved corporation is filed by the creditors. If the basis of the 
Wilcox case is that a dissolved corporation has no legal existence after the 
statutory period of winding up has expired, for the same reason, a similar result 
should be reached in the case of a petition filed by the creditors. The bank- 
ruptcy court has jurisdiction to administer the corporate res as distinguished 
from the corporate charter.3° As such any state laws which would prevent 
creditors from having the assets of insolvent debtors administered in accordance 
with the bankruptcy laws would be temporarily suspended.** The state by its 
decree of dissolution cannot prevent the creditors from seeking federal relief. 

A dissolved corporation in those states which have statutes giving the cor- 
poration limited existence after a decree of dissolution should be able to file a 
petition for reorganization during this statutory period.3 There does not appear 
to be any urgent reason for denying relief in this situation. The corporation has 
capacity to sue and thus has legal existence within the scope of the Wilcox case. 

8 A petition will not be deemed to be filed in good faith if a prior proceeding is pending 
in any court and it appears that the interests of creditors and stockholders would be best sub- 
served in such prior proceeding, 52 Stat. 887 (1938), 11 U.S.C.A. § 546 (4) (Supp. 1938). 

79 Note 28 supra. 

3° Glenn, Liquidation 245 ff. (1935). 3 Note 20 supra. 


3? Hammond v. Lyon Realty Co., 59 F. (2d) 592 (C.C.A. 4th 1932); Im re 211 East Dela- 
ware Place Bldg. Corp., 76 F. (2d) 834 (C.C.A. 7th 1935); J re Storck Lumber Co., 114 Fed. 
360 (D.C. Md. 1902); Im re Munger Vehicle Tire Co., 159 Fed. gor (C.C.A. 2d 1908). 


33 See In re International Sugar Feed Co., 23 F. Supp. 197 (Minn. 1938). 


472 THE UNIVERSITY OF CHICAGO LAW REVIEW 


Even if the basis of the Wilcox case is that a dissolved corporation is not a cor- 
poration within the intent of the act, the decision can be limited to dissolved 
corporations which have no legal existence under the state laws which created 
them. 

It may be urged, however, that if Congress deemed it desirable to allow state 
law to control the winding up of the affairs of a dissolved corporation, the fact 
that the state has given the corporation limited life would not be sufficient to 
give the bankruptcy court jurisdiction. Furthermore it seems that all parties 
could be protected in the dissolution proceedings, so that the petition would be 
construed as one not filed in good faith.34 

The issue raised by a corporation organized solely to take advantage of the 
reorganization laws is whether it can be considered bad faith on the part of the 
debtor to incorporate so that he could evade other provisions of the bank- 
ruptcy act.’5 The device of forming a corporation to take advantage of the re- 
organization laws was resorted to almost entirely by individuals who issued 
bonds on their real estate secured by a mortgage since relief under section 74% 
was inadequate. Because section 74 did not allow a scaling down of the secured 
indebtedness and the problems of the individual debtor were analogous to that 
of a corporation, the courts split on the issue of whether the individual could 
incorporate his real estate holdings.37 The decisions which disapproved of this 
practice and held that the petition was filed in bad faith can be explained by the 
fact that the petitioners did not have any substantial interest in the reorgani- 
zation proceedings, and were attempting to gain an unwarranted advantage 


over their several creditors.** The practice of incorporating one’s holdings to 
evade one Federal law and take advantage of another may have become moot 
by the insertion of Chapter XII which liberalizes section 74. Chapter XII 
deals exclusively with arrangement by debtors who are the legal or equitable 


34 Note 28 supra. 


35 See In re Loeb Apts. 89 F. (2d) 461 (C.C.A. 7th 1937) where the debtor originally filed a 
petition under § 74 which was dismissed because of lack of jurisdiction. 


3% 47 Stat. 1467 (1933), 11 U.S.C.A. § 201 (1937). For a criticism of § 74 see Levi and 
Moore, Bankruptcy and Reorganization, 5 Univ. Chi. L. Rev. 244 ff. (1938). See Jn re Iversen, 
85 F. (2d) 159 (C.C.A. 7th 1936) where it was held that a secured creditor cannot be forced to 
submit to a reduction in note of accrued interest, note, 50 Harv. L. Rev. 350 (1936). Fora 
discussion on § 74 see Russell, Section 74 and 77B of the Bankruptcy Act, 1 John Marshall 
L. Q. 45 (1936). 

37 In re Loeb Apts., 89 F. (2d) 461 (C.C.A. 7th 1937) (good faith); J re Milwaukee Post 
Building Corp., 95 F. (2d) 948 (C.C.A. 8th 1938) (bad faith); Jn re North Kenmore Bldg. 
Corp., 81 F. (2d) 656 (C.C.A. 7th 1936) (bad faith). Cf. Jn re Collins, 75 F. (2d) 62 (C.C.A. 
8th 1934) where it was held that a corporation could not transfer its assets to its principal 
stockholder to come within the provisions of § 74. 


38 In re North Kenmore Bldg. Corporation, 81 F. (2d) 656 (C.C.A. 7th 1936) (82% of the 
bondholders disapproved); In re Francfair, 13 F. Supp. 513 (N.Y. 1935) (attempt to liquidate 
one of several pieces of property). 


39 52 Stat. 916 (1938), 11 U.S.C.A. § 801 (Supp. 1938). 
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owners of real property or a chattel real which is security for any debt. There 
are no other limitations upon the class of those who may file under Chapter 
XII, except that the arrangements are primarily for secured creditors.*° Since 
the requirements of Chapter XII appear on the whole to be less stringent than 
those of Chapter X it is very likely that the problem in the future will be the 
converse of the present one in that corporations will transfer their properties 
to individuals and attempt to proceed under Chapter XII. 

Even though Chapter XII was expressly inserted in the bankruptcy act to 
remedy the plight of the individual debtor with real estate indebtedness, the 
debtor may still want to seek relief under Chapter X. Insofar as the cases 
under 77B held petitions as not filed in good faith when filed by corporations 
organized for that purpose, the failure to specifically outlaw such practice in 
the good faith section of Chapter X may mean that the practice is not disap- 
proved. Although good faith is not defined, a minimum criterion has been set 
up so that good faith does not exist in the following fact situations. (1) If the 
creditors have acquired their claims for the purpose of instituting proceedings; 
(2) if adequate relief would be obtainable under Chapter XI; (3) if it is un- 
reasonable to expect that a plan of reorganization can be effected; (4) if a prior 
proceeding is pending in any court and it appears that the interests of creditors 
and stockholders will be best subserved in such prior proceedings.” Except for 
the second these statutory enactments represent prior case law under section 
77B which did not provide any criteria for determining good faith.*3 Therefore, 
it can be contended that Congress did not intend to include under the concept 
of bad faith a corporation organized solely to take advantage of Chapter X as 
decisions on the instant point had been rendered prior to the drafting of the 
Chandler Act. 


SOME ASPECTS OF THIRD PARTY BENEFICIARY 
CONTRACTS IN ILLINOIS 


In England, the third party beneficiary of a contract occupies a very definite, 
even if not an advantageous position. He cannot bring an action against the 


4° See 52 Stat. 918 (1938), 11 U.S.C.A. § 806 (1), (6) (Supp. 1938). 

# Chapter XII does not have any good faith requirement. Furthermore there are no pro- 
visions which provide for the intervention of the Securities Exchange Commission. Also many 
of the disclosure provisions of Chapter X to safeguard the creditors in the formulation of a 
plan are absent. But Chapter X has more liberal provisions for the allowance of fees. Chap- 
ter XII is also speculative as to what may be deemed to be an interest in real property. Un- 
secured creditors can only be brought into the proceedings indirectly. 

# 52 Stat. 887 (1938), 11 U.S.C.A. § 546 (Supp. 1938). 

43 In re Philadelphia Rapid Transit Co., 8 F. Supp. 51 (1934) aff’d 73 F. (2d) 1022 (C.C.A. 
3d 1934) (buying up bonds); Jn re Electric Public Service Co., 9 F. Supp. 128 (Del. 1934) 
(prior proceedings upheld); Provident Mut. Life Ins. Co. v. University Ev. Lutheran Church, 
go F. (2d) 992 (C.C.A. oth 1937) (no plan). See Gerdes, “Good Faith,” in the Initiation of 
Proceedings under § 77B of the Bankruptcy Act, 23 Geo. L. J. 418 (1935). Note, Judicial 
Discretion of Petitions Filed under § 77B, 48 Harv. L. Rev. 283 (1934). 
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promisor of the contract made for his benefit." That there is no “privity” be- 
tween the third party and the promisor is one reason for the refusal of an action 
to the third party.? Another is that the English rule of consideration requires 
that consideration shall move from the promisee to the promisor.? 

On the other hand, the accepted rule in the United States is that the third 
party has a cause of action against the promisor.‘ In this country the rule as to 
consideration did not raise the same difficulties as were raised by the English 
rule,’ and recovery was.more easily granted. Various theories have been ad- 
vanced to account for the recovery generally allowed. It has been suggested 
that, in the creditor-beneficiary cases at least, the promisee becomes a surety 
on his debt to the third party, while the promisor is the principal debtor.® 
Another explanation is that the creditor’s right is in the nature of an equitable 
execution against a valuable asset of his debtor.’ 

For the most part, however, there is little attempt at rationalization of the 
basis of recovery. A test has been developed, which is expressed by the state- 
ment that the third party may recover on the contract if it was made for his 
benefit® and if the parties intended to benefit him.’ This test, as automatically 
applied, hides the complexities of the situation. 

The rationale behind the “benefit” test is based upon the same legal phi- 
losophy which allows the enforcement of ordinary contracts. Contract liability, 
as distinguished from tort liability, has been voluntarily undertaken.’° The law 
attempts to enforce the results which the parties intended to bring about. If an 
obligation has been voluntarily undertaken which comprehends benefits to and 
rights in a third party, it seems entirely just that such third party should be able 


to enforce the promise. If the parties “intended” to “benefit” a third person, 
then the performance agreed upon by the promisor, for which he has received 
consideration, includes doing something for the third party, and such per- 


* Corbin on Anson, Principles of the Law of Contracts 325 (3d Am. ed. 1919); 2 Williston, 
Contracts § 360 (rev. ed. 1936). 


2 Rice v. Eason, 4 B. and Ad. 433 (1833). 

3 Corbin, op. cit. supra note 1, at 337. 

4Rest., Contracts § 136 (1932); Corbin, op. cit. supra note 1, at 335; Williston, of. cit. 
supra note 1, at § 361. 

5 Note 3, supra. 

6 John Deere Plow Co. v. Tuinstra, 47 S.D. 555, 200 N.W. 61 (1924). 

738 Harv. L. Rev. 502 (1925). 

® Howard v. United States, 184 U.S. 676 (1902); Fidelity & Deposit Co. v. Rainer, 220 Ala. 
262, 125 So. 55 (1929); Lawrence v. Oglesby, 178 Ill. 122, 52 N.E. 945 (1809); Brill v. Brill, 
282 Pa. 276, 127 Atl. 840 (1925). 

* Pennsylvania Steel Co. v. New York City R.R., 198 Fed. 721 (C.C.A. 2d 1912); German 
Alliance Ins. Co. v. Home Water Supply Co., 226 U.S. 220 (1912); Hendrix Mill & Lumber 
Co. v. Meador, 228 Ky. 844, 16 S.W. (2d) 482 (1929). 

© Fuller and Perdue, The Reliance Interest in Contract Damages, 46 Yale L. J. 52, 57 
(1936). 
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formance should be enforced at the suit of the third party. As in suits by the 
original promisee, the limits of the undertaking of the parties are controlling, 
and so the rights of the third party are limited by the terms of the promise." 
The benefit test, then, is a way of ascertaining the intention of the parties. A 
more accurate way of stating this intention is to say that the parties intended 
that performance be rendered to the third party. 

It is suggested that some such test as this is actually in the contemplation of 
courts which use the more simple but less accurate “benefit” test. The right of 
the donee beneficiary was one of the earliest to be recognized,” since it was very 
clear that the promisee intended to benefit him."? In the donee beneficiary cases, 
relationship by blood or marriage, at first a requirement, came to be considered 
an evidential fact tending to prove that benefit was intended.'* The courts 
at first experienced some difficulty in applying the benefit test to the creditor- 
beneficiary cases, since it was difficult to conceive of the promisee’s wanting 
to “benefit” his creditor, in the sense of his experiencing towards his creditor 
a feeling of altruisim.* Although the benefit test is still used, the right of the 
creditor-beneficiary to recover is now well established." Approaching this prob- 
lem from the point of view of the intention of the parties, rather than from the 
“intent to benefit” angle, would obviate this difficulty. Although the promisee 
may have hated his creditor, and would never wish to “benefit” him, still he 
desired and intended, for strong and good reasons, that performance should be 
rendered to the creditor. An established rule is that an incidental beneficiary 
cannot recover on a contract, since the parties did not intend to benefit him."7 


This is simply another way of saying that the parties to the contract had no 
intention of vesting rights in the contract in the alleged beneficiary. 

The Illinois cases consistently adopt the “intent to benefit” test of the right 
of the beneficiary."* The following is a typical statement: “It is well-settled law 
in this state that where one person for a valuable consideration makes a promise 
to another for the benefit of a third person, such third person may maintain an 


™ Meyerson v. New Idea Hosiery Co., 217 Ala. 153, 115 So. 94 (1927); Ellis v. Conrad Seipp 
Brewing Co., 207 Ill. 291, 69 N.E. 808 (1904); Vial v. Norwich Union Fire Ins. Society, 257 
Ill. 355, 100 N.E. 929 (1913). 


” Williston, op. cit. supra note 1, at § 357. 

3 It has been suggested that the reason the donee-beneficiary is allowed to recover is that a 
complete to gift has been made to him. Whittier, Contract Beneficiaries, 32 Yale L.J. 790 
(1923). 

4 Corbin, op. cit. supra note 1, at 337. 


*s On this point, see Professor Corbin’s discussion, Third Party Beneficiaries of Contractors 
Surety Bonds, 38 Yale L. J. 1 (1928). 


*%6 Corbin, op. cit. supra note 1, at 356; Rest., Contracts § 133 (1932). 
"7 Corbin, op. cit. supra note 1, at 355; Williston, op. cit. supra note 1, at § 402 (1932). 
8 Dallum v. Birdsall, 66 Ill. 378 (1872); Eddy v. Roberts, 17 Ill. 504 (1856); Hartford Fire 


Ins. Co. v. Olcott, 97 Ill. 439 (1881); Carson, Pirie, Scott & Co. v. Parrett, 346 Ill. 252, 178 
N.E. 498 (1931). 
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action upon it. It is not necessary that there should be any consideration mov- 
ing from the person for whose benefit the promise is made or that there should 
be any privity between them.”’® Under this theory, recovery has been granted 
or denied in a variety of situations. In one case, a hotel corportaion being with- 
out funds to furnish the hotel in accordance with the requirements of a trust 
deed securing the bond issue, the bond underwriters and the president and 
treasurer of the hotel made a contract with the hotel corporation agreeing to 
pay promptly for furnishings if the hotel did not pay. The plaintiff, having 
failed to receive payments from the corporation for linens furnished, sued the 
defendants on the contract mentioned. It was held that the plaintiff was enti- 
tled to judgment as a third party beneficiary of that contract.”° It would seem 
that in this case the right of action was actually based upon a promise éo render 
performance to a third party. In another Illinois case* use was made of the 
third party beneficiary doctrine in a somewhat unusual way. In that case, the 
plaintiff sued her brother on a promise made by him to their dying father, that 
he would pay the plaintiff a certain sum out of the money the father left him in 
his will. There was a judgment for the plaintiff, on the theory that the promise 
was made for her benefit. This type of case has been more customarily solved 
by the imposing of a constructive trust on the defendant.” 

Where A buys land or goods from B, and as part of the purchase price prom- 
ises to pay a debt which B owes to C, recovery is generally allowed C.*3 Nor 
does such a contract come within the Statute of Frauds section requiring that a 
promise to pay the debt of another be in writing.*4 “If the promise is in the 
nature of an original undertaking to pay a debt to a third party, and is founded 


on valuable consideration received by the promisor himself, it is not within the 
provisions of the statute, and need not be in writing to make it valid and bind- 
ing—it will be regarded in the light of a contract for the benefit of a third party, 
upon which said third party may found an action for the breach.’”*5 

A special aspect of this problem is presented by a familiar type of case which 
arises when a grantee of the mortgagor assumes the mortgage debt. There must 
be an actual promise by the grantee that he will undertake the obligation owed 


19 Wollenberger v. Hoover, 346 Ill. 511, 594, 179 N.E. 42, 75 (1931). 


2° Carson, Pirie, Scott & Co. v. Parrett, 346 Ill. 252, 178 N.E. 498 (1931). See also Chicago 
Title and Trust Co. v. Central Trust Co. of Illinois, 312 Ill. 396, 144 N.E. 165 (1924) (in 
which credit for a cause of action in a third party beneficiary was allowed in an accounting); 
and Torpe v. Jahn, 177 Ill. App. 85 (1913) (promise, for consideration, to pay brokerage fee 
to third party, enforced at suit of the third party). 


2 Lawrence v. Oglesby, 178 Ill. 122, 52 N.E. 945 (1899). 


22 Bogert, Trusts § 471 (1935). 


23 Snell v. Ives, 85 Ill. 279 (1877); Easter v. Newbury, 170 Ill. App. 494 (1912); Merchants 
Loan & Trust Co. v. Ummach, 228 Ill. App. 67 (1923). 


24 Eddy v. Roberts, 17 Ill. 504, 508 (1856); Wilson v. Bevans, 58 Ill. 232 (1871). 
2s Wilson v. Bevans, 58 Ill. 232, 234 (1871). 
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by the promisee to the mortgagee.* Webster v. Fleming,’ in allowing the mort- 
gagee to recover from the promisee, uses the typical “intent to benefit” ap- 
proach. Another case, also allowing recovery, comes nearer to the “direct 
rights” test: “The appellant assumed the payment of the specified portions of 
the incumbrance on the property as a part of the purchase money he was to 
pay. He thereupon became personally liable to the holder of the notes as fully 
as if the agreement to pay such portion of the purchase money had been made 
directly to the holder of the notes for adequate consideration.”** The language 
in Daub v. Englebach*? is still more forcefully in the direct rights tradition. A 
slightly different problem arises when the land is conveyed to a purchaser who 
does not assume the mortgage, who in turn conveys to a purchaser who does 
assume. Consistently with the direct rights test, recovery in this situation has 
been allowed in Illinois.3° 

In most of the cases just discussed, the intent to benefit, or the intent that 
performance shall be rendered to, the third party, is fairly clear. Such intent is 
sometimes more difficult to find in cases in which laborers or materialmen are 
suing on a bond given by a contractor to the owner of a building project. Re- 
covery is granted where the laborers and materialmen are specifically named in 
the bond," since the intent to benefit them in that situation is considered clear. 
Where the promise on the part of the contractor was merely that he would 
“pay and discharge from said premises all liens for material, labor, or other- 
wise which may accrue on account of said building contract,” recovery was 
denied on the grounds that the promise was made for the benefit of the owner 
rather than for that of the materialmen.# In Searles v. City of Flora} the con- 
tract between the city and the contractor provided that the contractor should 
pay for all materials and labor, and the contractor’s bond was conditioned on 
his “‘well and truly performing” all things set forth in the contract. In spite of 
this, recovery was denied the materialman-plaintiff, on the theory that the 
bond was not for his benefit, but for the benefit of the city, insuring the comple- 
tion of the work within the period of time called for in the contract. The deci- 
sion indicates the limitations of the “benefit’’ theory, since the performance 
called for in the contractor’s promise included payment of money to the mate- 
rialmen. The same limitation is indicated in two other cases where recovery was 
denied, one in which the promise was to “pay all bills,’’*4 and one in which the 
contractor promised to “furnish all labor, materials and tools necessary to 


* Thompson v. Dearborn, 107 Ill. 87 (1883). 

27 178 Ill. 140, 144, 52 N.E. 975, 977 (1899). 

** Harts v. Emery, 184 Ill. 560, 56 N.E. 865 (1900). 

79 109 Ill. 267, 271 (1884). 3° Dean v. Walker, 107 Ill. 540 (1883). 
3 American Surety Co. v. United States, 77 Ill. App. 106 (1898). 

3 Spalding Lumber Co. v. Brown, 171 Ill. 487, 49 N.E. 725 (1898). 

33 225 Ill. 167, 80 N.E. 98 (1907). 

34 Kilburg v. Petrolagar Laboratories, 280 Ill. App. 527 (1935). 
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execute the entire work.’’35 When the suit by the materialman or laborer is 
against a surety of the contractor, it has been argued that the promise should be 
construed in favor of the surety whenever possible, because the obligation of a 
surety should not be strictly construed.** On the other hand, Arnold suggests? 
that the obligation should be construed against the surety wherever possible, 
since the surety has been compensated to take the risk, and since he is better 
able to bear the risk than are the laborers and materialmen. The problem of 
distinguishing between donee and creditor beneficiaries, and the recovery which 
should be allowed to them, mentioned above, is also met in the contractor’s bond 
cases. It has been said that a distinction should be made depending on whether 
the bond was given to a public or a private owner.* The distinction was ad- 
vocated because the plaintiffs had a right to a lien on the property of a private 
owner, whose intention might be to benefit himself by the contractor’s bond; 
while they had no lien on public property and the promise was therefore con- 
sidered to be for their benefit. Hence recovery was sometimes denied in the 
former case.’? However, recovery is generally allowed whether the bond was 
given to a private or a public owner.*° 

One characteristic of the contractor’s bond cases is that the beneficiary is not 
specifically identified in the contract, and yet is allowed to recover. This is also, 
illustrated in the case of Bristow v. Lane," in which the promise was to pay the 
creditors of the promisee in certain cities. Plaintiffs were allowed to recover 
upon showing that they were within the class mentioned. Thus, if the intention 
of the parties is sufficiently clear that performance shall go to a certain class of 
persons, persons within this class should be allowed to recover, although they 
are not mentioned by name. In another case“ the plaintiff was allowed to re- 
cover where the “surrounding circumstances” were sufficiently clear to indicate 
that he was to be the beneficiary. 

Although a beneficiary unidentified at the time the contract was made may 
recover, there is no recovery when no intent to benefit a third party can be 
found. The recipient of an erroneous telegram sued the Western Union Tele- 
graph Co. for damages caused by a mistake in the message, on the theory that 
he was the beneficiary of the contract between the sender of the telegram and 
the defendant. Recovery was denied on the ground that the contract was not 
made for the benefit of the plaintiff.4s Recovery was also denied in a case in 


38 City of Sterling v. Wolf, 163 Ill. 467, 45 N.E. 218 (1806). 

36 Alexander Lumber Co. v. Aetna Accident Co., 296 Ill. 500, 504, 129 N.E. 871, 873 (1921). 

37 Arnold, The Compensated Surety, 26 Col. L. Rev. 171, 173 (1926). 

38 Williston, op. cit. supra note 1, at 1089. 

39 National Surety Co. v. Brown-Graves Co., 7 F. (2d) 91 (C.C.A. 6th 1925); Maryland 
Casualty Co. v. Johnson, 15 F. (2d) 253 (D.C. Mich. 1926). 


4° Williston, op. cit. supra note 1, at 1085; Campbell, Protection of Laborers and Material- 
men under Construction Bonds, 2 Univ. Chi. L. Rev. 1, 201 (1930). 


#* 21 Ill. 194 (1859). # Hartford Ins. Co. v. Olcott, 97 Ill. 439 (1881). 
43 Western Union Tel. Co. v. Du Bois, 128 Ill. 248, 21 N.E. 4 (1889). 
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which suit was brought against the defendant railroad company by senders of 
mail which had been lost through the negligence of the railroad company.“ 
The court denied that the contract was made for the benefit of the senders of 
the mail, and also stated that there was no privity of contract between the 
plaintiff and the defendant. 

We have seen that the benefit test is in most instances actually an uncon- 
scious application of the direct rights theory, and that the latter theory is con- 
sistent with the results actually reached in the cases. There remain to be 
examined certain specific results which should be reached under the direct rights 
test, and which may not be reached under the benefit theory. If the third party 
has a direct right against the promisor, it is arguable that this right will not be 
affected by an action subsequent to the promise, by the promisee. It has been 
said that this is the general rule.“ In Bay v. Williams*’ the purchaser of the 
mortgaged premises who had assumed payment of the mortgage was liable to 
the mortgagee, although he had received a release from the mortgagor. The 
court said: 

The principle upon which this court has acted is, that such a promise invests the 
person for whose use it is made with an immediate interest and right as though the 
promise had been made to him, This being true, the person who procures the promise 
has no legal right to release or discharge the person who made the promise, from his 
liability to the beneficiary. Having the right, it is under the sole control of the person 
for whose benefit it is made—as much as if made directly to him. 


In this case, the contract was executed. It was held in Hartman v. Pistorius*? 
that in the case of a contract wholly or partly executory on both sides, a third 


party beneficiary who at one time apparently had a good cause of action is 
defeated by the cancellation of the contract by the parties thereto. While the 
distinction made between an executory and an executed contract is sound, there 
is a dictum which unnecessarily casts some doubts upon the decision in Bay ». 
Williams. 

Another test of the “direct rights” theory is whether or not the third party 
can sue on a contract under seal. If he has a direct right, he should be able to 
sue on such a contract. Although an early Illinois case held that the beneficiary 
could not sue on such a contract,5° and although there are conflicting decisions," 


44 Aetna Life Ins. Co. v. Ill. Central R.R., 365 Ill. 303, 306, 6 N.E. (2d) 189, 191 (1936). 

4 See Corbin, op. cit. supra note 15, at 8. 48 Td. at 87. 

* Corbin, op. cit. supra note 1, at 351. 49 248 Ill. 568, 94 N.E. 131, 133 (1911). 

47 112 Ill. ot, 1 N.E. 340 (1884). 8° Moore v. House, 64 Ill. 162 (1872). 

5* Dean v. Walker, 107 Ill. 540 (1883), held that a third party could sue on a sealed instru- 
ment, after the passage of II]. Rev. Stat., 1874, § 19, which provided that contracts under seal 
could be sued upon in the same manner as simple contracts; Harms v. McCormick, 132 IIl. 
104, 22 N.E. 511 (1889), contradicted this ruling, and stated that the Dean case was mere 
dictum on this point. Webster v. Fleming, 178 Ill. 140, 52 N.E. 975 (1899) then held that a 


third party could sue on a sealed contract, and said that the part of the Harms case incon- 
sistent with the Dean case was mere dictum. 
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the final authority seems to be that the third party may sue on a contract made 
for his benefit, although it is under seal. 

It has been suggested’ that the grantee of the mortgagor who assumes pay- 
ment of the mortgage is simply promising indemnity to the mortgagor. This 
rule might raise some doubts about the direct rights theory, although theories 
of construction or mistake may be used to reach the same result. Illinois has 
expressly repudiated the suggestion.54 

The creditor-beneficiary cases raise the question of whether or not the prom- 
isee may sue on the contract made for the benefit of the third party. Even 
though the beneficiary has a direct right against the promisor, the promisee 
should also have a cause of action. It has been suggested that in the donee 
beneficiary cases, the promisee may not sue, since his interest in the contract is 
nominal.55 He should have the right to sue for breach of the promise made to 
him, however, if he chooses to bring suit for nominal damages only. The ques- 
tion of the amount of damages to be recovered is entirely separate from the 
question of whether or not a right exists which should be vindicated. And in the 
case of a promisee who has procured the promise for the purpose of insuring the 
discharge of some obligation which he owes, it is recognized that such a promisee 
may sue the promisor for breach of the contract.5* This right exists whether or 
not the promisee has actually had to pay his creditor. In the case cited the 
father of the plaintiff had assumed a debt of the plaintiff’s. On the death of the 
father, the son brought suit for a declaratory judgment that the administrator 
of his father’s estate be ordered to pay the debt. Judgment was rendered for the 
plaintiff, the court saying: 

By the conveyance and contract, the liability of Seth Ingram [father] for the amount 
of the mortgage debt, with interest thereon, was absolutely fixed and determined, 
and that liability existed for the benefit of Samuel Ingram, who had originally executed 
the mortgage, and also in the interest of Hodge, the mortgagee, who had a right to 
enforce the mortgage as against Seth Ingram. By his death, his estate became liable 
to pay the same; and, had Samuel Ingram paid the mortgage debt, he would have a 
claim against the estate of his father to recover the same.s? 


Aside from the more common situations involving the use of the third party 
beneficiary theory, there are other situations in which it has been used less 
frequently. The theory has been applied to some extent in cases involving the 
manufacturer’s liability to the consumer.s* In many jurisdictions, the tort li- 
ability of the manufacturer is sufficiently well-established to make the use of 


S82 Torpe v. Jahn, 177 Ill. App. 85 (1913). 53 Note 7, supra. 

54 Bay v. Williams, 112 Ill. 91, 96, 1 N.E. 340, 342 (1884). 

5s Corbin, op. cit. supra note 1, at 351. 

% Meyer v. Hartman, 72 Ill. 442 (1874). 57 Id. at 444. 

58 Ward Baking Co. v. Trizzino, 27 Ohio App. 475, 161 N.E. 557 (1928); Mazetti v. Armour 


& Co., 75 Wash. 622, 135 Pac. 633 (1913); Coca-Cola Bottling Works v. Lyons, 145 Miss. 876, 
t11 So. 305 (1927). 
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the warranty attack unnecessary.5? Since the tort liability of the manufacturer 
is not equally well-established in Illinois,” it might be desirable to use the con- 
tract theory in the solution of this problem. This theory does not seem to be a 
particularly happy one, however, as applied to a manufacturer’s liability, since 
it is difficult to work out an adequate promise on the part of the manufacturer, 
and because in most jurisdictions it is possible to stipulate against implied 
warranties. 

Use has been made in the field of labor law of the fact that the third party 
beneficiary is usually allowed to recover. Suits brought by members of labor 
unions, on the theory that they were beneficiaries of the contract between the 
labor union and the employer have been sustained.** The theory was ap- 
proved in Illinois,” the court saying, “In the instant case appellee made a 
valid, written contract with the Milk Wagon Drivers’ Local Union. Appellant 
expressly assented to its terms, entered into a valid contract of employment 
with the appellee with reference to its provisions, and was one of the parties 
intended to be benefitted thereby.” It is reasonable to suppose that the em- 
ployer, in signing the contract with the union, intended (or recognized) that 
rights would accrue to the individual laborers,** but for the purpose of ade- 
quately protecting the public interest in such contracts, enforcement should not 
be confined to theories developed for purely private contracts. 


89 Harper, Torts 245 ff. (1933); 4 Univ. Chi. L. Rev. 461 (1937); 72 U. of Pa. L. Rev. 52 
(1923); Feezer, Manufacturer’s Liability for Injuries Caused by His Products, 37 Mich. L. 
Rev. 1 (1937). 

6 Rotche v. Buick Motor Co., 358 Ill. 507, 193 N.E. 529 (1935); Bowman v. The Woodway 
Stores, 345 Ill. 110, 177 N.E. 727 (1931). 

® Rentchler v. Missouri Pac. R.R. Co., 126 Neb. 493, 253 N.W. 694 (1934); Yazoo & 
M.V. R. Co. v. Sideboard, 161 Miss. 4, 133 So. 669 (1931); Gulla v. Barton, 164 App. Div. 
293, 149 N.Y. Supp. 952 (1914); Moody v. Model Window Glass Co., 145 Ark. 197, 224 S.W. 
436 (1920); Blum Co. v. Landau, 23 Ohio App. 426, 155 N.E. 154 (1926). 

® Dierschow v. West Suburban Dairies, 276 Ill. App. 355 (1934). 

% Td. at 372. 


+ Rice, Collective Labor Agreements in American Law, 44 Harv. L. Rev. 572 (1931); Fuchs, 
Collective Labor Agreements in American Law, 1o St. Louis L. Rev. 1 (1924). 
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Alimony—Modification of Lump Sum Settlements—[New Jersey].—In 10918 a 
divorce decree nisi was entered between the parties which awarded the wife temporary 
alimony at the rate of $50.00 per month. This decree was modified by a decree of 1919 
which, stating by way of recital that the parties had reached an agreement as to the 
payment of a lump sum in lieu of alimony, ordered the deletion from the original 
decree nisi of the provision for alimony. In 1920, the decree nisi was made final. 
Seventeen years later the wife petitioned to amend the decree so as to include a pro- 
vision for alimony. Held, for petitioner as a matter of discretion but not of right. 
Parmly v. Parmly.t 

This decision is contrary to the prevailing rule regarding the power of courts to 
modify lump sum settlements, but may be justified under a New Jersey statute? 
which provides, in effect, that the court of chancery may entertain a petition for ali- 
mony subsequent to a divorce decree.3 

Where the parties agree to a lump sum settlement in lieu of alimony,‘ two situa- 
tions must be distinguished regarding modification by the court after the decree has 
been rendered.’ First, if the agreement was incorporated into the decree, there is some 
authority® that the court retains jurisdiction to modify it under a widely adopted 
provision in divorce statutes authorizing courts to modify alimony allowances at any 


ty A. (2d) 646 (N.J. 1938). 
2N.J. Rev. Stat. 1937, § 2:50-37. See note 16 infra. 


3 “Pending a suit for divorce, or after decree of divorce, the court of Chancery may make 
such order touching the alimony of the wife . . . . as the circumstances of the case shall render 
fit, reasonable and just.” Even in the absence of such an agreement, the court may order the 
payment of alimony in one lump sum where there is a statute to that effect. 


4 Thirteen states have such statutes authorizing alimony in gross: Ariz. Rev. Code 1933, 
§ 3-1218; Del. Rev. Code 1935, § 3512; Ind. Burns, Ann. Stat. 1933, § 3-1218; Kan. Gen. 
Stat. 1935, § 60 (1511); Me. Rev. Stat. 1930, c. 73, §9; Mich. Comp. L. 1929, § 12745; 
Mo. Rev. Stat. 1929, §§ 1355, 1356; N.H. Pub. L. 1926, c. 287, § 16; N.M. Stat. Ann. 1929, 
§ 68 (506); Ohio, Page Ann. Gen. Code 1936, §§ 11990, 11991, 11992, 11993; Okla. Comp. Stat. 
1931, § 672; Ore. Code 1930, § 6 (914); Vt. Pub. L. 1933, § 3155. In other jurisdictions the 
power to make such an award has been implied from the general statutes requiring mainte- 
nance of the wife. Calame v. Calame, 25 N.J. Eq. 548 (1874); Sobel v. Sobel, 99 N.J. Eq. 376, 
132 Atl. 603 (1926); Reed v. Reed, 121 Ohio St. 188, 167 N.E. 684 (1929); Plaster v. Plaster, 
47 Ill. 290 (1868). 


SIn the absence of statute, a court ordinarily loses jurisdiction to modify a judgment or 
decree after expiration of the term at which the judgment or decree was entered. 1 Black, 
Judgments § 154 (1902). 

* Kunker v. Kunker, 230 App. Div. 641, 246 N.Y. Supp. 118 (1930); Herrick v. Herrick, 
319 Ill. 146, 149 N.E. 820 (1925); Skinner v. Skinner, 205 Mich. 243, 171 N.W. 383 (1919); 
Warren v. Warren, 116 Minn. 458, 133 N.W. 1009 (1911); see also note 44 Harv. L. Rev. 127 
(1931). It is to be noted that in these cases the decree awarded alimony payments as well as 
a lump sum settlement and that the modification went only to the alimony payments. But 
see Emerson v. Emerson, 120 Md. 584, 87 Atl. 1033 (1913). 
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time,’ but in most jurisdictions this provision has not been so interpreted.* Second, 
if the agreement is not made part of the decree, the decisions agree (except in New 
Jersey) in holding that the court lacks jurisdiction to modify,® possibly upon the 
theory that the matter has been taken out of the hands of the court by the private 
agreement.'® 

According to the majority view, in both situations the wife precludes herself by 
an out-of-court agreement from invoking the aid of the court to obtain maintenance 
from her former husband." 

In the instant case it is evident that even in New Jersey” the petitioner has waived 
her right to claim from her former husband maintenance, i.e., support according to 
the standard to which she was accustomed. The controversial point, however, is 
whether by such agreement she waives her right to a claim against him for bare sus- 
tenance when she is about to become a public charge. In effect, the litigation in the in- 
stant case is between the State and the former husband as to who shall be visited 
with the burden of the petitioner’s sustenance. The New Jersey court apparently 
felt that despite the waiver by the agreement, which completely ended the marital 
status, the respondent continued to owe to the State an obligation to prevent the peti- 
tioner from becoming a burden upon the taxpayers. 

In some jurisdictions it was held that a divorce decree in a case where there is 
service by publication‘s and into which an alimony provision cannot be incorporated" 


7 The prevailing rule is that the court cannot alter the decree unless power to do so was 
reserved therein, or unless there is a general statutory authority. Thirty-one American 
jurisdictions have such a statute. See Vernier, American Family Law § 106 (1932). 


§ Plaster v. Plaster, 47 Ill. 290 (1868); Clough v. Long, 8 Ohio App. 420 (1918); Henderson 
v. Henderson, 37 Ore. 141, 60 Pac. 577 (1900); Wallace v. Wallace 74 N.H. 256, 67 Atl. 580 
(1907); Erwin v. Erwin, 179 Ark. 192, 14 S.W, (2d) 1100 (1929); Marshall v. Marshall, 
236 S.W. 378 (Mo. 1922); Beard v. Beard, 57 Neb. 754, 78 N.W. 255 (1899); Kraft v. Kraft, 
193 lowa 602, 187 N.W. 449 (1922); Booth v. Booth, 114 Kan. 377, 219 Pac. 513 (1923). 

9 Smith v. Johnson, 321 Ill. 134, 151 N.E. 550 (1926); Kunker v. Kunker, 230 App. Div. 
641, 246 N.Y. Supp. 118 (1930); Johnson v. Johnson, 206 N.Y. 561, 100 N.E. 408 (1912); 
Brown v. Brown, 132 Ga. 712, 64 S.E. 1092 (1909); Biery v. Steckel, 194 Pa. St. 445, 45 Atl. 
376 (1900). See Lindey, Separation Agreements 234 (1937). 


te Kunker v. Kunker, 230 App. Div. 641, 246 N.Y. Supp. 118 (1930) and cases cited therein. 
See note 9 supra. 


™ Plaster v. Plaster, 47 Ill. 290 (1868); Wallace v. Wallace, 74 N.H. 256, 67 Atl. 580 (1907); 
Brown v. Brown, 132 Ga. 712, 64 S.E. 1092 (1909); Guess v. Smith, 100 Miss. 457, 56 So. 166 
(1914). 

™ Greenberg v. Greenberg, 99 N.J. Eq. 461, 133 Atl. 768 (1928); Sobel v. Sobel, 99 N.J. 
Eq. 376, 132 Atl. 603 (1926); Irwin v. Irwin, 98 N.J. Eq. 454, 131 Atl. 304 (1925). 

*3 A divorce decree which is in the nature of an in rem decree, may be entered by a court on 
constructive service without acquiring actual personal jurisdiction of a non-resident defendant 
Woodcock v. Woodcock, 169 Md. 40, 179 Atl. 826 (1935); Cook v. Cook, 56 Wis. 195, 14 N.W. 
33, 443 (1882); 2 Black, Judgments §§ 925, 933 (1902). 

4 It is generally held that the question of alimony must be litigated in a divorce proceeding 
and that a decree silent on alimony is res judicata on that question. Kelley v. Kelley, 317 Ill. 
104, 147 N.E. 659 (1925); Spain v. Spain, 177 Iowa 249, 158 N.W. 529 (1916); McFarlane v. 
McFarlane, 43 Ore. 477, 73 Pac. 203 (1903); Monross v. Monross, 129 Mich. 27, 87 N.W. 1035 
(1901); Bassett v. Bassett, 99 Wis. 344, 74 N.W. 780 (1898); Howell v. Howell, 104 Cal. 45, 
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is res judicata on the alimony question.s The New Jersey statute was probably 
designed to prevent such a ruling in that jurisdiction. The court avoided the contem- 
plated effect of the lump sum settlement by extending the application of the statute 
to the instant case. Other jurisdictions have adopted the opposite view.'’? In the ab- 
sence of statute, these courts place the burden upon the taxpayers upon the theory 
that because of the lump sum settlement the wife has no more claim on her former 
husband for this minimum support than she has on any other man in the community." 


Attorney and Client—Reasonable Fee—Factors To Be Considered—[Wisconsin].— 
An attorney, having successfully defended his client in a $48,000 tax suit brought by 
the federal government, sought to recover $16,025.06 in fees on the basis of an oral con- 
tingent fee contract. The client, admitting an oral contract, denied any provision 
therein for a contingent fee, claiming that the contract was for reasonable value only. 
The jury returned a verdict of $14,422.57 for the attorney. On appeal, held, reversed. 
The evidence being insufficient to support a contingent fee contract, the attorney is 
entitled only to the reasonable value of his services. The jury’s verdict, amounting to 
$641 a day for 28 days’ services, is excessive. The maximum reasonable fee is $50 a 
day for office work, $100 a day for work requiring absence from the office. Podell ». 
Groniks 

Although in England, barristers cannot enforce payment for their services,? the 
opposite rule is well established in the United States as regards attorneys.3 In com- 
puting the amount of compensation to which an attorney is entitled, resort must often 
be had to the rather indefinite standard of “reasonable value.” The most frequently 
occurring situations in which this standard is applied are where legal services are 
rendered to a client with no definite fee stipulated¢ where the contract of employment 


37 Pac. 770 (1894). However, since an alimony provision has, an in personam operation, such 
provision may not properly be incorporated into an ex parle divorce decree where the de- 
fendant has only had constructive service. Proctor v. Proctor, 215 Ill. 275, 74 N.E. 145 (1905); 
Rigney v. Rigney, 127 N.Y. 408, 28 N.E. 405 (1891); 2 Black, Judgments §§ 925, 933 (1902). 

1s That it is res judicata: Kelley v. Kelley, 317 Ill. 104, 147 N.E. 659 (1925); Doeksen v. 
Doeksen, 202 Iowa 489, 210 N.W. 545 (1926); Thompson v. Thompson, 226 U.S. 551 (1913); 
Joyner v. Joyner, 131 Ga. 217, 62 S.E. 182 (1908); McFarlane v. McFarlane, 43 Ore. 477, 73 
Pac. 203 (1903); Howell v. Howell, 104 Cal. 45, 37 Pac. 770 (1894). But see Hutton v. Dodge, 
58 Utah 228, 198 Pac. 165 (1921); Cox v. Cox, 19 Ohio St. 502 (1869). Also see note 10 Minn. 
L. Rev. 254 (1928) and 4 Wis. L. Rev. 226 (1927). 

6 Other jurisdictions having similar statutes are Massachusetts (Mass. G. L. 1932, c. 208, 
§ 34) and Rhode Island. (R.I. G.L. 1923, § 4216). 

17 Note 8 supra. 8 See Plaster v. Plaster, 47 Ill. 290, 294 (1868). 

* 282 N.W. 53 (Wis. 1938). 

2 Kennedy v. Brown, 13 C.B. (N.S.) 677 (1863); Turner v. Phillips, 1 Pea. 166 (1792); 
Mowat v. Brown, 19 Fed. 87 (C.C. Minn. 1884). 

3 Crozier v. Freeman Coal Min. Co., 363 Ill. 362, 2 N.E. (2d) 293 (1936); In re Pitman’s 
Guardianship, 120 Okla. 199, 250 Pac. rors (1926); Taft v. Thomajan, 249 Mass. 299, 144 
N.E. 228 (1924). 

4 Kline v. Blackwell, 63 F. (2d) 897 (C.C.A. sth 1933), certiorari den. 290 U.S. 636 (1933); 
Page v. Avila, 55 R.I. 52, 177 Atl. 541 (1935); Elconin v. Yalen, 208 Cal. 546, 282 Pac. 791 
(1929); F. L. Stitt & Co. v. Powell, 94 Fla. 550, 114 So. 375 (1927). 





a wae A ff = os 


Ne! 
Cra 











RECENT CASES 485 






is voids and where completion of services to be performed under the contract is pre- 
vented by discharge of the attorney or by settlement of the case by the client.® 

The problem of determining what amounts to a reasonable fee is usually one for 
the jury when the evidence presented is conflicting.? The court can, however, reduce 
the amount awarded if excessive,* or grant a new trial,® or increase the amount,’ if in- 
adequate. It is in deciding whether certain sums are inadequate, reasonable, or exces- 
sive, that the question of what elements should be taken into consideration in estab- 
lishing a reasonable fee arises. 

Rule 12 of the Canons of Professional Ethics of the American Bar Association men- 
tions a number of factors, namely, time spent, difficulty of the question, skill required, 
loss of other employment caused by acceptance of the particular case, customary 
charges, amount involved, result, contingency or certainty of the fee, and the nature 
of the employment—whether casual or for a regular client. In general it may be said 
that the courts have applied all of these tests," but that they are so inter-related that 
specific consideration is usually confined to the few the courts thinks decisive of the 
case at hand. 

While the courts take note of the time spent," the fee will not be larger merely be- 
cause a certain length of time was taken where a diligent lawyer could have performed 
the services in a much shorter period.'3 Closely associated with both time and the at- 
torney’s skill is his experience. One court has said, “There seems to be apparent... . 
a notion that any young gentleman two or three years out of the law school has a 


5 Watkins v. Sedberry, 261 U.S. 571 (1923); Gammons v. Johnson, 69 Minn. 488, 78 N.W. 
1035 (1899); Stearns v. Felker, 28 Wis. 594 (1871). 

6 Shattuck v. Pennsylvania R. Co., 48 F. (2d) 346 (D.C. N.Y. 1931); Southworth ef al. v. 
Rosendahl, 133 Minn. 447, 158 N.W. 717 (1916). The majority American rule allows full 
contract recovery upon discharge without cause after substantial performance: Mutter v. 
Burgess, 87 Colo. 580, 290 Pac. 269 (1930); Kirk v. Cully, 202 Cal. sor, 261 Pac. 994 (1927). 
The minority rule, most strongly advocated in New York, allows only reasonable value to an 
attorney upon discharge at any time: Martin v. Camp, 219 N.Y. 170, 114 N.E. 46 (1916); 
see note in 32 Col. L. Rev. 367 (1932). An attorney discharged with justifiable cause, however, 
can recover no compensation whatsoever; Jn re Badger, 9 F. (2d) 560 (C.C.A. 2d 1925). 

7 Roderer v. Schmitt, 258 Ky. 398, 80 S.W. (2d) 35 (1935); Maxwell v. Yancey, 167 Okla. 
158, 28 P. (2d) 989 (1934). But if the court has full acquaintance with the services rendered, 
it may ascertain the fee without the jury’s assistance: Jn re Associated Towel & Linen Supply 
Co., 7 F. Supp. 699 (Cal. 1934). 

® McClusky v. Kalben, 167 Md. 479, 175 Atl. 449 (1934); Enyart v. Orr, 78 Colo. 6, 238 
Pac. 29 (1925). 

» Leonard v. Rosendahl, 133 Minn. 320, 158 N.W. 419 (1916). 


” Tracy v. Spitzer-Rorick Trust & Savings Bank, 12 F. (2d) 755 (C.C.A. 8th 1926); Wright 
v. Wright, 58 S.D. 612, 237 N.W. 896 (1931); Daly v. Power, 236 Ky. 426, 33 S.W. (2d) 305 
(1930). See note in 44 Yale L. J. 318 (1934). 

" Greyling Realty Corp. ef al. v. Lawson et al., 179 Ga. 188, 175 S.E. 453 (1934); Watson v. 
Johnson, 174 Wash. 12, 24 P. (2d) 592 (1933); Federal Oil Marketing Corp. e¢ al. v. Cravens, 
46 F. (2d) 938 (C.C.A. 8th 1931); Will of Willing, 190 Wis. 406, 209 N.W. 602 (1926). 

= Cummings v. National Shawmut Bank of Boston, 284 Mass. 563, 188 N.E. 489 (1934); 
Nelson v. Auch, 62 N.D. 594, 245 N.W. 819 (1932); Federal Oil Marketing Corp. et al. v. 
Cravens, 46 F. (2d) 938 (C.C.A. 8th 1931). 


% Irwin v. Swinney, 45 F. (2d) 890 (D.C. Mo. 1930). 
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right to charge at the rate of $50 per day for his services, because men of age, experi- 
ence, and established reputation and capacity to perform much legal work in a day 
sometimes, or ordinarily, receive that much. This is not correct.’’4 

The courts have occasionally lumped the amount involved, the difficulty of the 
question, and the time spent, into one concept termed “responsibility imposed.’’s 
The amount involved is a factor invariably present in a discussion of reasonable fees. 
This is to be expected since when the amount involved is large, more is at stake, the 
attorney’s concern is greater and more work is done on the case. These results in the 
final analysis mean greater responsibility, hence a more substantial fee. Responsibil- 
ity also refers to the share of the litigation handled by the attorney,” i.e., whether he 
was the sole counsel or worked in cooperation with others; and to anxiety, such as 
would be created by the knowledge that the physical well-being of the client depended 
upon the outcome of the case.?7 

The result of the litigation is an important factor."* ‘“The law recognizes that the 
results accomplished by an attorney for his client constitute a material element in 
the value of the legal services.’*® An attorney is not responsible for the success of 
litigation ;?° thus the fact that litigation results unfavorably to the client does not 
prevent recovery of attorney’s fees.** The importance of the result in determining the 
fee seems an attempt to cater to the feelings and purse of the client, besides judging 
the skill with which the case was presented. 

Considerable regard is given to the customary fee. Expert evidence in the person 
of attorneys familiar with the customary value of such services as a case may require, 
can be resorted to, but such evidence is binding neither on jury nor court when acting 
without a jury.?3 Concerning the latter situation it has been observed that since 
expert evidence does not bind the jury it certainly should not bind the court because 
he himself is an expert.*4 Moreover the court may use his own experience in determin- 
ing what the customary fee is and whether it is reasonable.?s 

A dispute exists regarding the admission of evidence intended to reveal the client’s 


% Syzmanski v. Syzmanski, 151 Wis. 145, 138 N.W. 53 (1912). 

's Baxter v. Hubbard, 243 Ky. 751, 47 S.W. (2d) 743 (1932); Irwin v. Swinney, 45 F. (2d) 
890 (D.C. Mo. 1930); Lang v. Leith, 16 Ala. App. 295, 77 So. 445 (1917). 

© Glidden v. Cowen, 123 Fed. 48 (C.C.A. 6th 1903). 

7 Succession of Pons, 142 La. 721, 77 So. 515 (1918). 


* Blackhurst v. Johnson, 72 F. (2d) 644 (C.C.A. 8th 1934); Burdick v. Mann, 60 N.D. 710, 
236 N.W. 340 (1931); Randall v. Packard, 142 N.Y. 47, 36 N.E. 823 (1894). 
3 93 3 3 4 


*?» McDougal v. Black Panther Oil & Gas Co., 277 Fed. 701, 707 (C.C.A. 8th 1921). 

2 Irwin v. Swinney, 45 F. (2d) 890 (D.C. Mo. 1930). 

* Leonard v. Rosendahl, 133 Minn. 320, 158 N.W. 419 (1916). 

* Greyling Realty Corp. et al. v. Lawson et al., 179 Ga. 188, 175 S.E. 453 (1934); Kline v. 


Blackwell, 63 F. (2d) 897 (C.C.A. 5th 1933) cert. denied 290 U.S. 36 (1933); Aetna Life 
Insurance Co. v. Heiden, 184 Ark. 291, 42 S.W. (2d) 392 (1931). 


23 Dudding v. Neff, 120 Okla. 199, 250 Pac. 1015 (1926); Lee v. Romax, 2109, Ill. 218, 76 
N.E. 377 (1905); Head v. Hargrave, 105 U.S. 45 (1881). 


* Tracy v. Spitzer-Rorick Trust & Savings Bank, 12 F. (2d) 755 (C.C.A. 8th 1926). 


2s Roederer v. Schmitt, 258 Ky. 398, 80 S.W. (2d) 35 (1935); Jones v. Alton & S.R. Co., 
6 F. Supp. 807 (Ill. 1934); Rubekeil v. Bowman, 171 Wis. 128, 176 N.W. 854 (1920). 
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financial status. Some courts allow such evidence,” others refuse it.27 Whenever such 
evidence is admitted, it is not for the purpose of enhancing the compensation beyond 
a reasonable amount, but to ascertain the ability of the client to pay even that sum.”* 
Where the client cannot earn more than ordinary wages the charge should be small as 
compared to the usual fee.*? Obviously there is often a close relation between the re- 
sult of the suit and the client’s wealth. Even though the result be favorable to the 
client, it may mean merely relief from a liability, instead of the acquisition of money 
damages, in which case he is less inclined to pay a large attorney’s fee and often less 
able. 

No one of the elements which go to make up a reasonable fee is controlling. All of 
these factors are to be regarded and each is given such weight as the trier of fact 
thinks appropriate in the particular case under consideration.’* Viewing the fee 
awarded in the instant case in the light of these criteria the decision seems correct. 


Banks and Banking—Contracts—Unenforceability of Agreement by Bank To 
Repurchase Securities Sold—{New York].—The defendant bank, through its vice- 
president, orally agreed to repurchase at the original sale price, various securities of 
other corporations sold to the plaintiff by the bank, upon demand by the purchaser at 
any time during the lifetime of the securities. In an action to recover damages for 
breach of this contract, held, for defendant; the repurchase agreement was unenforce- 
able because contrary to public policy. Rothschild v. Manufacturers Trust Co.* 

This decision, one of first instance in New York, exemplifies the recent tendency 
further to restrict operations of banks which might endanger their stability, and il- 
lustrates that the business dealings of banks, being more affected with the public inter- 
est than the transactions of other corporations’ may be more readily declared void 
because contrary to public policy.4 


* Walker v. Hill, go Mont. 111, 300 Pac. 260 (1931); French v. Abbott Publishing Co., 
223 App. Div., 276, 228 N.Y. Supp. 62 (1929). 


27 Winslow v. Atz, 168 Md. 230, 177 Atl. 272 (1935); Nelson v. Auch, 62 N.D. 594, 245 N.W. 
819 (1932). 

* Baruch v. Giblin, 122 Fla. 59, 164 So. 831 (1935); Stevens v. Ellsworth, 95 Iowa 231, 
63 N.W. 683 (1895); Ward v. Cohn, 58 Fed. 462 (C.C.A. 8th 1893). 

*» People v. Pio, 308 Ill. 128, 139 N.E. 45 (1923). 

» Platt v. Shields, 96 Vt. 257, 119 Atl. 520 (1923). 

* 279 N.Y. 355, 18 N.E. (2d) 527 (1939). 


? See 1 Univ. Chi. L. Rev. 749 (1934) for the suggestion that the Federal Securities Act, 48 
Stat. 74 (1933), the National Banking Act, 48 Stat. 184 (1933), and the Federal Deposit In- 
surance Corp. Act, 48 Stat. 168 (1933), indicate a growing public policy that security selling 
should be divorced from the banking business. 

3 Gause v. Commonwealth Trust Co., 196 N.Y. 134, 153, 89 N.E. 476, 482 (1909). 


* Banks have no general power to purchase their own stock, for example, 1 Zollman, Banks 
and Banking § 251 (1936); and cannot obligate themselves to do so, Broderick v. Adamson, 265 
N.Y. Supp. 804, 148 Misc. 353 (1933). Where a bank brings suit on a promissory note the 
defendant may not plead an agreement by the bank not to enforce the instrument, because he 
is charged with knowledge that the note might be used to conceal the actual transaction, 
Mount Vernon Trust Co. v. Bergoff, 272 N.Y. 192, 5 N.E. (2d) 196 (1936). An assumption 
Clause in a deed conveying property to a state bank obligating the bank to pay the mortgage 
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Agreements of banks to repurchase securities sold,’ upon demand of the purchaser, 
have been widely upheld,‘ but several jurisdictions have recently denied their validity,’ 
following the lead of the Minnesota court in holding similar agreements which create a 
large contingent liability in the bank contrary to public policy.* Some courts have 
held such contracts to be ulira vires, without declaring them contrary to public 
policy,® because they felt bound by the estoppel doctrine which denies the bank the 
privilege of setting up the invalidity of the contract as a defense in a suit by a pur- 
chaser who had bought securities in reliance on the bank’s agreement.'* 

An agreement by a bank to repurchase securities sold is said to be contrary to 
public policy because it in effect perpetrates a fraud upon the depositors and other 
creditors of the bank. It creates a liability contingent upon circumstances over which 
the bank has little control, without creating a reciprocal asset, since the bank usually 
does not have the option to repurchase at the sales price if the securities should rise in 
value. The books of the bank will show that certain securities have been converted 
into cash or other liquid assets, without revealing the extent of this contingent liability 
which is never measurable in advance. An apparently “safe” bank, having a large 


indebtedness is ulira vires, and unenforceable, Missouri State Life Ins. Co. v. Lakeland Star 
Tel. Co., 111 Fla. 416, 149 So. 597 (1933); contra: Sheley v. Engle, 204 Iowa 1283, 213 N.W. 
617 (1927). But a trust company is not to be considered a bank, Meyers v. Heitman Trust Co., 
289 Ill. App. 619, 7 N.E. (2d) 509 (1937) (trust company held liable on a repurchase 
agreement although a bank would not have been). 


5 This note treats only the situation where a bank has agreed to repurchase securities other 
than its own stock. For a collection of cases holding that a bank cannot purchase its own stock 
see 1 Zollman, op. cit. supra note 4, at § 251. See 3 Univ. Chi. L. Rev. 665 (1936) on agree- 
ments by corporations in general to repurchase their own stock. 

6 Farmer’s State Bank v. Coutoure, 45 N.D. 401, 178 N.W. 138 (1920); Jenkins v. Nicolas, 
63 Utah 329, 226 Pac. 177 (1924); Slaton State Bank v. Amarillo Nat’l Bank, 288 S.W. 639 
(Tex. Civ. App. 1926); Merchant’s Bank v. Hanna, 73 F. (2d) 818 (C.C.A. 8th 1934); Enid 
Bank and Trust Co. v. Yandell, 178 Okla. 550, 56 P. (2d) 835 (1936). 

7 Hawkins Realty Co. v. Hawkins State Bank, 205 Wis. 406, 236 N.W. 657 (1931); Knass v. 
Madison & Kedzie State Bank, 354 Ill. 554, 188 N.E. 836 (1934); German Baptist Orphan 
Home v. Union Banking Co., 13 F. Supp. 814 (Mich. 1935); Brown v. Union Banking 
Co., 274 Mich. 499, 265 N.W. 447 (1936). Cf. Awotin v. Atlas Exchange Nat’l Bank of Chi- 
cago, 295 U.S. 209 (1935) (federal statute which limits national bank’s buying and selling of 
investment securities to buying and selling ‘‘without recourse’’ held applicable to repurchase 
agreements as well as indorsements and guaranties of investment securities). 

§ Farmers and Mechanics Savings Bank v. Crookston State Bank, 169 Minn. 249, 210 N.W. 
998 (1926) (bank cannot contract to retake loans which it has negotiated for a commission); 
Greene v. First Nat’] Bank, 172 Minn. 310, 215 N.W. 213 (1927) (national bank cannot make 
valid real estate mortgage repurchase agreement); Federal Land Bank of St. Paul v. Crookston 
Trust Co., 180 Minn., 319, 230 N.W. 797 (1930) (Minnesota trust companies have no power to 
guarantee paper in which they have no beneficial interest). 

* England v. Commercial Bank, 242 Fed. 813 (C.C.A. 8th 1917); First State Bank of Odessa 
v. First State Bank of Correll, 165 Minn. 285, 206 N.W. 459 (1925); Docking v. Rife, 129 Kan. 
812, 284 Pac. 391 (1930). 

1° In Westchester Trust Co. v. Harrison, 249 App. Div. 828, 292 N.Y. Supp. 209 (1937) it 
was expressly stated that although the bank was estopped from pleading that the repurchase 
agreement was wlira vires, it could successfully plead public policy. 
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number of these agreements, could become insolvent in a very short time, as the pur- 
chasers would enforce their contracts almost simultaneously if the securities market 
became seriously affected by adverse business conditions. 

The only justification for repurchase agreements is that they may aid the bank in 
making advantageous sales, like the “money back guarantee” or “thirty day free 
trial” special inducements to buy." If agreements to repurchase were limited to a 
reasonably short term they might not be objectionable,” but a person cannot “try 
out” a mortgage bond. If the agreement is to be of value to. him he must have the 
privilege of exercising his option whenever he sees the market price for his securities 
falling, usually during a business depression which is the worst possible time for a 
bank to invest in securities at a loss. 

Any analogy between repurchase agreements and guaranteeing indorsements in 
the sale of bills and notes*3 is incomplete, as is pointed out in the instant opinion, be- 
cause endorsements on negotiable instruments have become common business prac- 
tice, like selling real estate by deed of general warranty, and are necessary to make 
ordinary sales, whereas repurchase agreements are used only as added inducements in 
exceptional cases. Furthermore, under an endorsement, liability arises only upon de- 
fault by the debtor and is primarily a function of his financial stability, which the 
bank has passed upon before making the guaranties; but in agreements to repurchase, 
the loss suffered by the bank depends not so directly upon the solvency of the debtor 


as upon general market conditions and the determination of the purchaser to exercise 
his option. 


Contracts—Agreements Preliminary to a More Formal Writing—{Washington].— 
The defendant had made previous contracts to sell strawberries to the plaintiff 
through the defendant’s broker, which had always culminated in written formal 
agreements. After negotiations, the defendant made an offer to sell, which was ac- 
cepted orally by the plaintiff, whereupon the broker mailed a sales memorandum to 
both parties referring to a preceding year’s contract for minor details, which specified 
“This memo becomes void when sale is covered by contract.”’ A formal contract, “not 
to be binding until signed by both parties,”’ containing only those terms specified or 
referred to in the sales memorandum, was drawn up by the defendant and mailed to 
the plaintiff. This formal contract was never executed, the defendant repudiating the 
contract before the signature of either party was attached thereto. The court held, 
that the sales memorandum was not a contract since both parties contemplated a 
formal agreement. Pacific Food Products Co. v. Mukai." 


™ Cf. Went v. Duluth Coffee and Spice Co., 64 Minn. 307, 67 N.W. 70 (1896) (agreement 
by a corporation to repurchase its own stock at purchaser’s option held ‘‘merely a conditional 
sale with option to revoke or rescind in the purchaser,” so that it did not amount to an agree- 
ment by the corporation to purchase its own stock within the statute controlling such pur- 
chases); Ophir Consol. Mines Co. v. Brynteson, 143 Fed. 829 (C.C.A. 7th 1906) (agreement 
by a corporation to repurchase shares of its own stock if the buyer was not satisfied held valid 
as a “‘sale or return” contract). 

* But see People ex rel. Barrett v. First State Bank and Trust Co., 364 IIl. 294, 4 N-E. (2d) 
385 (1936) for a holding that setting a definite time limit would not make a repurchase agree- 
ment enforceable. 

"3 See Farmer’s State Bank v. Couture, 45 N.D. 401, 178 N.W. 138 (1920). 

*84 P. (2d) 131 (Wash. 1938). 
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This problem of the binding effect of an agreement, either oral or written, pre- 
liminary to a more formal writing has been a source of a good deal of litigation in the 
courts, with very little resulting agreement as to a rule to be applied in similar situa- 
tions. Where all the substantial terms of a contract have been definitely agreed upon, 
and there is nothing left for a future settlement, the fact alone that it was the under- 
standing of the parties that the contract should be reduced to writing and formally 
executed should not leave the transaction incomplete and without binding force. 
This is true since there is no requirement of any positive intention to create a legal 
obligation at any particular time, as an element of contract. Parties rarely designate 
any particular moment as that time when they conceive of themselves as bound. The 
law attaches legal obligations whenever their acts fulfill the requirements of the law. 

Certain circumstances will however prevent the preliminary agreement from bind- 
ing the parties. Where, from the language of the preliminary agreement and from the 
surrounding circumstances, it can be seen that all the matters to be provided for in 
the formal writing have not yet been agreed upon, it should be clear that there has 
been no agreement which the law will regard as a contract, but merely preliminary 
negotiations looking toward a completed contract to be embodied in the writing. The 
great majority of cases which seem to hold that preliminary negotiation, such as in 
the instant case, are not binding, are explainable on the basis of a lack of complete 
agreement between the parties.4 This circumstance has not prevented enforcement in 
cases where the final written instrument was to be of a well-settled or usual form, as 
in preliminary contracts of insurance, where an enforceable contract is said to exist 
though many of the details as finally expressed in the written policy are not specified; 
it being presumed that the parties contemplate the form of policy usual in such cases.s 
Even in an ordinary sales contract, where the final writing was not to be a formalized 
one, the court itself has filled in certain details as to place of delivery, and the market 
to be taken in estimating damages in case of breach, in order to enforce the preliminary 
agreement, despite a failure to execute a formal contract.‘ 

On the other hand, if either of the parties has signified an intention not to be bound 
until the execution of the final writing, this intention will be respected by the law, as 
would any other portion of the agreement.? When there is an express stipulation in 


2 Geary v. Great Atlantic & Pacific Tea Co., 366 Ill. 625, 10 N.E. (2d) 350 (1937); Briggs & 
Turvias v. United States, 83 Ct. Cl. 664 (1936), cert. denied 302 U.S. 690 (1938); Hall v. Hall, 
125 Ill. 95, 16 N.E. 896 (1888); Baltimore & Ohio S.W. Ry. Co. v. Brubaker, 217 Ill. 462, 75 
N.E. 523 (1905); Garfielde v. United States, 93 U.S. 242 (1876); United States v. Purcell En- 
velope Co., 249 U.S. 313 (1919); American Smelting & Refining Co. v. United States, 259 U.S. 
75 (1922); 1 Williston, Contracts § 28 (rev. ed. 1936); Rest., Contracts § 26 (1932). Cf. Nolan 
v. O'Sullivan, 148 Ill. App. 316 (1909). 

31 Williston, op. cit. supra note 2, at § 21; Rest., op. cit. supra note 2, at § 20. 

4W. T. Grant Co. v. Jaeger, 224 Ill. App. 538 (1922); Dreiske v. J. N. Eisendrath Co., 214 
Ill. 199, 73 N.E. 379 (1905); Baltimore & Ohio S.W. Ry. Co. v. People, 195 Ill. 423, 63 N.E. 
262 (1902); National Union Bldg. Ass’n v. Knab, 177 Ill. App. 649 (1913); El Reno Grocery 
Co. v. Stocking, 293 Ill. 494, 127 N.E. 642 (1920); Falls v. Visser, 250 Ill. App. 481 (1928); 
Walsh v. Fallis, 266 Ill. App. 341 (1932). 


5 Cottingham v. Nat’l Church Ins. Co., 290 Ill. 26, 124 N.E. 822 (1919); Welch v. Northern 
Assurance Co., 223 Ill. App. 77 (1921). 


© Staackman, Horschitz & Co. v. Cary, 197 Ill. App. 601 (1916). 


7 Baltimore & Ohio S.W. Ry. Co. v. People, 195 Ill. 423, 63 N.E. 262 (1902); Lefler v. 
Board of School Inspectors, 241 Ill. App. 229 (1926). 
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the offer prescribing the mode of acceptance, as in life insurance contracts where the 
application for insurance stipulates that the policy is not to be in force until it has 
been signed by the officers of the insurance company, no contract is created unless the 
acceptance is made in the manner prescribed.* The difficult problem of determining 
the parties’ intention occurs in cases where there has been what would normally be 
termed an offer and an acceptance, except for the signification of a need for writing. 
The task here is to determine whether the parties looked upon the final writing as 
merely evidence of their preliminary agreement, in which case the preliminary agree- 
ment is binding despite a failure to execute the final writing, or as an operative fact 
without which they would not be bound.® A statement in the preliminary negotia- 
tions that the parties do not intend to be bound until the final writing is, of course, the 
clearest way of Jeaving the preliminary negotiations without binding force; but the 
mere fact that a written draft has been referred to or is contemplated is not sufficient 
in itself.*° Acceptance “subject to drawing contract,’ or “pending issuance of formal 
contract’? have been held not to destroy the binding effect of preliminary agree- 
ments, and an acceptance subject to a statutory necessity for formality has also cre- 
ated an enforceable contract.'3 Another factor which is of value in discovering the 
intention of the parties is the existence of a business practice for these parties, or 
parties in similar commercial circumstances to culminate this type of negotiation in a 
final formal writing."4 This in itself should not be determinative, for the fact that 
previous negotiations have culminated in formal agreements does not mean the parties 
do not feel themselves bound until the formal agreement was executed. 

Care should also be taken to distinguish a mere invitation to deal, from an offer 
capable of being accepted, thereby creating an enforceable contract. In the frequently 
quoted case of Scott v. Fowler,’ where the defendant’s final correspondence stated 
“if they want farm subject to lease, then I can talk trade with them, otherwise I can- 
not,” the court failed to draw this distinction and later cases have erroneously treated 
this as an offer not enforceable when accepted because of a further stipulation as to a 
need for a reduction to a formal writing;"® when it should have been treated not as an 
offer, but as a mere invitation to deal. 


§ See Patterson, The Delivery of a Life Insurance Policy, 33 Harv. L. Rev. 198, 218 (1919). 
The possibility of holding the insurance company liable on a tort basis for unreasonable delay 
in acting on the application is discussed in Prosser, Delay in Acting on an Application for In- 
surance, 3 Univ. Chi. L. Rev. 39 (1935). 


» Mississippi & Dominion Steamship Co. v. Swift, 86 Me. 248, 29 Atl. 1063 (1894). 


1° See cases cited in note 2 supra. Cf. dicta in El Reno Grocery Co. v. Stocking, 293 IIl. 
494, 127 N.E. 642 (1920); W. T. Grant Co. v. Jaeger, 224 Ill. App. 538 (1922). See also Ger- 
man Civil Code, § 127 (1896). 


" Briggs & Turvias v. United States, 83 Ct. Cl. 664 (1936). 
” American Smelting & Refining Co. v. United States, 259 U.S. 75 (1922). 
3 United States v. Purcell Envelope Co., 249 U.S. 313 (1919). 


™4 See El Reno Grocery Co. v. Stocking, 293 Ill. 494, 127 N.E. 642 (1920), where evidence 
as to trade usage was held properly admissable as one factor in determining the intention of 
the parties. Cf., however, Geary v. Great Atlantic & Pacific Tea Co., 366 Ill. 625, 10 N.E. 
(2d) 350 (1937), and cases cited in notes 10, 11, and 12 supra where the court did not consider 
this factor in making their decision. 


*S 227 Ill. 104, 81 N.E. 34 (1907). 





% Walsh v. Fallis, 266 Ill. App. 341 (1932). 
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In the instant case, while it is arguable that since the prior dealings of the parties 
resulted in formal agreements, the parties here intended not to be bound unless a simi- 
lar formal agreement was executed;?7 it would be preferable to hold there was a bind- 
ing contract, since all the details had been agreed upon, and the formal writing con- 
tained no terms other than those to which the defendant had assented, and since the 
statement, “This memo becomes void when sale is covered by contract,” most likely 


contemplated the binding effect of the memorandum, and certainly not an intention 
not to be bound. 


Corporations—Right To Withdraw a Registration Statement Filed with the 
Securities and Exchange Commission—{Federal]——A corporation, attempting to 
register 35,000 shares of its common stock, filed a registration statement with the 
Securities and Exchange Commission. The day after the registration statement be- 
came effective, but before any of the registered stock had been sold, the commission 
notified the registrant that a hearing was to be held to determine whether a stop order 
should issue suspending the effectiveness of the statement. After several hearings had 
disclosed that shares of the same stock, issued before the Securities Act of 1933, were 
outstanding in the hands of the public, the corporation moved for leave to withdraw 
its registration statement. The commission denied the application to withdraw on the 
grounds that withdrawal would not be consistent with the public interest and the pro- 
tection of investors. The respondents, officers of the corporation, refused to testify 
further, and the commission applied to the federal district court for an order requiring 
the respondents to comply with the terms of a subpoena. Held, order will issue. The 
respondent cannot withdraw as of right under the circumstances of this case. Securi- 
ties and Exchange Commission v. Hoover.* 

Whether or not a registrant can withdraw his registration statement was considered 
by the United States Supreme Court in Jones v. Securities and Exchange Commission? 
In that case the Court held that since the registration statement had not yet become 
effective and since no stock had actually been issued, the commission could neither 
deny registrant the right to withdraw nor compel the giving of testimony and the 
producing of evidence at public hearings. In reaching its decision the Court relied 
upon the general rule of law that a plaintiff can withdraw his complaint at any time 
before final decree’ unless withdrawal will prejudice the defendant in some way other 
than mere vexation from future litigation.4 The Court denounced further investiga- 
tion as an unlawful “fishing expedition.’’s Although the decision in the Jones case 

17 See cases cited in notes 14 supra. 

t a5 F. Supp. 484 (Ill. 1938). See Resources Corp. Internat’! v. S.E.C., C.C.H. Sec. Act Serv. 
{30,099 (App. D.C. 1939). 

2 298 U.S. 1 (1936). 

3 See Ex parte Skinner and Eddy Corp., 265 U.S. 86 (1924); McGowan v. Columbia River 
Packers’ Ass’n, 245 U.S. 352, 358 (1917). 

4 See Pullman’s Palace Car Co. v. Central Transportation Co., 171 U.S. 138, 145-6 (1898); 
Welsbach Light Co. v. Mahler, 88 Fed. 427 (C.C. N.Y. 1898). 

5 For condemnation by the Court of investigations made with the hope that a violation 
of the law will be discovered see Federal Trade Commission v. American Tobacco Co., 264 
U.S. 298 (1924); Ellis v. Interstate Commerce Commission, 237 U.S. 434, 445 (1915). For gen- 
eral discussion see Mechem, Fishing Expeditions by Commissions, 22 Mich. L. Rev. 765 (1924). 
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can be attacked as to both the applicability of the court’s stilted analogy to dismissal 
by a plaintiff and the justification for its denunciation of the commission’s investiga- 
tion as an unlawful “fishing expedition,”? such attack is unnecessary to uphold the 
decision in the instant case. The cases are distinguishable, for in the Jones case no 
hearings had been held, the registration statement had not yet become effective, and 
issues similar to the one registered were not outstanding. 

No analysis of the problem of withdrawal, however, can be divorced from an inquiry 
into the purpose of the Securities Act. If the statutory requirement of full and ade- 
quate disclosure was designed only to protect potential purchasers of the registered 
stock, the Jones case was correctly decided, and the instant case would seem to be 
wrong.® If, however, the legislature intended to aid those who purchased securities 



















































































of the type sought to be registered, whether registered or not, both cases are probably 
7" right. The broader interpretation should be adopted. For even if none of the securi- 
. ties sought to be registered has been sold, if similar issues of the same stock are out- 
. standing, full disclosure would seem to be desirable in order to protect potential pur- 
d chasers of such stock. A similar view was emphasized by the commission in Jn the 
" Matter of Oklahoma Texas Trust. In that case stock covered by the registration state- 
- ment was issued and outstanding; permission to withdraw was nevertheless denied on 
bs the grounds that the rights of future potential investors to adequate and accurate 
> information had come into being.® Disclosure might leave depreciated securities in the 
fy hands of present holders, but this fact does not justify permitting withdrawal. The 
ng fraud necessitates eventual loss to someone; disclosure and resultant present loss to 
he a few are preferable to building an economic structure on undisclosed misrepresenta- 
wi: tions. Moreover, disclosure may aid the holder of the non-registered securities; it 
6 The upholding of specific court rules to the effect that dismissal without prejudice may 
red be refused if the court deems such action in the interest of justice would tend to show that 
on. dismissal is a procedural question, and not one of substantive right. For cases of this type see 
ome Bronx Brass Foundry, Inc. v. Irving Trust Co., 297 U.S. 230 (1936); Young v. Southern Pa- 
ther cific Co., 25 F. (2d) 630 (C.C.A. 2d 1928). Since an administrative body is charged with en- 
the forcing the act while a court is merely a disinterested umpire, it would seem even more desir- 
lied able for the former to exercise that power. Moreover, administrative bodies should not be 
time hampered by technicalities of common law procedure. 34 Mich. L. Rev. 1031, 1033 (1936). 
ther See also I.C.C. v. Baird, 194 U.S. 25, 44 (1904). 
tiga- 7 The fishing expedition rule would seem to be inapplicable inasmuch as there was to be no 
case general inquiry. The notice of stop order proceedings specified in detail the items as to which 
information was desired, and the district court ordered Jones to testify only upon pertinent 
matters. It is clearly settled that investigation will be allowed as to specific charges. Interstate 
Serv. Commerce Commission v. Brimson, 154 U.S. 447 (1894). Moreover, hearings were held only 
after the registrant invoked the commission’s jurisdiction by filing the registration statement. 
In addition, it would seem that the commission’s activity would be authorized under its gen- 
River eral investigatory power. See 48 Stat. 85 (1933), as amended by 48 Stat. 908 (1934), 15 
U.S.C.A. § 77s (b) (supp. 1938). 
(1898); * If securities have been sold under an effective registration statement, withdrawal will be 
denied the registrant. See In the Matter of National Boston Montana Mines Corp., 1 S.E.C. 
lation 639 (1936); In the Matter of Treasure Hill Extension Mines Co. Inc., 2 S.E.C. 134 (1937); 
10., 264 In the Matter of Sunset Gold Fields, Inc., 2 S.E.C. 329 (1937). 
‘or gen- 9 In the Matter of Oklahoma-Texas Trust, Sec. Act Rel. 1563 (1937), aff’d 100 F. (2d) 888 


(C.C.A. roth 1939). 
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may provide him with an action against the issuer or seller provided by section 12 of 
the Securities Act." 

Conceivably, however, the statute was designed not only to prevent the sale of 
poor securities without adequate disclosure, but also to expose those who violate or 
attempt to violate the act. Section 24 provides that wilfully violating the act or 
rendering the registration statement misleading by either making an untrue statement 
of a material fact or omitting material facts is punishable by fine or imprisonment.” 
Thus, even if no stock has been issued and the registration statement has not yet be- 
come effective, the registrant is subject to criminal prosecution. Although this section 
is by no means conclusive upon the question of withdrawal, it does tend to show that 
the scope of the act comprehends more than the mere sale of securities. The entire 
statute is pervaded with the idea that full and adequate disclosure is necessary to pro- 
tect the investing public. It is submitted that exposure though no stock has been sold 
is consistent with this protection. Such exposure is desirable to inform the investing 
public as to the character of the registrant who tried to and might again attempt to sell 
securities. To discourage attempts by registrants to “get by” with defective registra- 
tion statements would also seem to be consistent with the protection of the investors’ 
interests. It is submitted, therefore, that withdrawal should be denied the registrant 
even in the Jones case situation. In any event the instant case is no doubt a logical and 
desirable limitation upon that doctrine. 


Criminal Law—Power of Judge To Comment on the Guilt of the Accused— 
[Federal].—The defendants were convicted in a federal district court for the crime of 
intimidating a witness appearing before a federal commissioner. In his instructions 
to the jury, the trial judge (1) directed the jury to dismiss the accuseds’ version of 
certain controverted facts from their minds and (2) intimated that he preferred the 
testimony of a witness for the prosecution because it was probably “the first time 
that he has ever been in a court, and he meticulously tried to tell the truth,” while the 
accused had much experience in and about courts of law. On appeal, held, reversed 
and remanded. Instruction (1) was in error as withdrawing facts from the considera- 
tion of the jury to the prejudice of the accused, and instruction (2) was in error as 
adding to the evidence. A concurring opinion by two of the court, written by Major, 
J., advocated a restriction of the power of judicial comment to the jury and concluded 
that in criminal cases the Supreme Court has never sanctioned comment on the ulti- 
mate issue, i.e., the guilt of the accused, except where the facts were uncontroverted. 
United States v. Meltzer 

The concurring opinion departs from what has been the accepted rule of comment 
in the federal courts. While a majority of the states have delimited or abolished the 
power to comment by constitutional provision, statute, or judicial decision,? the federal 

10 48 Stat. 84 (1933), 15 U.S.C.A. § 771 (2) (supp. 1938). The seller is civilly liable if he 
induced the sale by fraudulent or misleading statements even if securities are not registered. 

™ 48 Stat. 87 (1933), 15 U.S.C.A. § 77x (supp. 1938). 

100 F. (2d) 739 (C.C.A. 7th 1938). 

2See Rest., Code of Criminal Procedure Ann. § 325 (1930); Otis, “Governor of the Trial” 
or “Referee at the Game,” 21 J. Am. Judic. Soc. 105 (1937). See also Sunderland, The Problem 


of Trying Issues, 5 Texas L. Rev. 18, 32 (1926). For an explanation of the reason for the dif- 
ference in rules, see Thayer, Preliminary Thesis on Evidence 181n (1898). 
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courts invest the trial judge with broad discretion. Comment, in civil cases, may per- 
tain to the credibility of witnesses, conclusions from the testimony, and the weight and 
sufficiency of the evidence.’ This phraseology is adopted for criminal practice.‘ 

The lower federal courts have inferred from such general statements a right to ex- 
press an opinion as to the guilt or innocence of the accused.’ The soundness of this 
conclusion is challenged by the concurring opinion, on the ground that in criminal 
cases the power of the trial judge in dealing with the jury is strictly limited. The judge 
may not overrule the jury’s verdict of acquittal,* therefore, he cannot direct a verdict 
of guilty, for what is prohibited to him directly, he may not do indirectly.?7 On their 
oath, the jury have a duty to bring in a verdict in compliance with the law stated to 
them and the facts proved, but this duty is legally unenforceable;* in criminal trials, 
the jury may base a verdict on whatever considerations they choose. The avowed pur- 
pose of the federal rule is to enable the judge to guide the jury in its deliberations. It 
has been suggested that “‘a judge should not be a mere automatic oracle of the law, but 
a living participant in the trial, and so far as the limitations of his position permit 
should see that justice is done.”® The area of permissible comment is circumscribed 
by considerations of policy.*® The test most frequently applied in the lower courts re- 
quires that the judge express his opinions judicially and dispassionately.* When the 

3 Vicksburg & Meridian R. Co. v. Putnam, 118 U.S. 545, 553 (1886); Capitol Traction Co. 
v. Hof, 174 U.S. 1, 13, 14 (1898). See also 1 Univ. Chi. L. Rev. 335 (1934). 

4 Patton v. United States, 281 U.S. 276, 288 (1930); Quercia v. United States, 289 U.S. 
466, 469 (1932); Simmons v. United States, 142 U.S. 148 (1891). 

$ United States v. Notto, 61 F. (2d) 781 (C.C.A. 2d 1932); Buchanan v. United States, 
15 F. (2d) 496 (C.C.A. 8th 1926); Stroud v. United States, 2 F. (2d) 658 (C.C.A. 4th 1924); 
Dillon v. United States, 279 Fed. 639 (C.C.A. 2d 1921); Savage v. United States, 270 Fed. 14 
(C.C.A. 8th 1920); Perkins v. United States, 228 Fed. 408 (C.C.A. 4th 1915). See also Wiborg 
v. United States, 163 U.S. 632, 657 (1895). Cf. Dinger v. United States, 28 F. (2d) 548 (C.C.A. 
8th 1928). Instructions of guilt have been sustained, though disapproved. Breese v. United 
States, 106 Fed. 681 (C.C.A. 4th 1904); Endelman v. United States, 86 Fed. 456 (C.C.A. oth 
1898). An opinion of guilt given after jury had been recalled on their inability to agree on a 
verdict was held prejudicial. Fostor v. United States, 188 Fed. 305 (C.C.A. 4th 1911); contra 
Dwyer v. United States, 17 F. (2d) 696 (C.C.A. 2d 1927). See also Tuckerman v. United States, 
291 Fed. 958 (C.C.A. 6th 1923); Vecchio v. United States, 53 F. (2d) 678 (C.C.A. 8th 1931). 
Cf. Simmons v. United States, 142 U.S. 148 (1891). 

6 Sparf and Hansen v. United States, 156 U.S. 51 (1895); United States v. Taylor, 11 Fed. 
470 (C. C. Kan. 1882), criticizing United States v. Anthony, 11 Blatchf. (Fed.) 200 (1873) 
where the court directed a verdict of guilty. 

7 Vecchio v. United States, 53 F. (2d) 678 (C.C.A. 8th 1931); United States v. Taylor, 11 
Fed. 470, 474 (C.C. Kan. 1882); Dillon v. United States, 279 Fed. 639 (C.C.A. 2d 1921). 

§ See Horning v. District of Columbia, 254 U.S. 135 (1920), noted in 19 Mich. L. Rev. 324 
(1920). “It is the duty of the judge, in all cases of general justice, to tell the jury how to do 
right, though they have it in their power to do wrong, which is a matter only between God and 
their own consciences.” Lord Mansfield in Rex v. Dean of St. Asaph, 21 How. St. Trials 847, 
1039 (1783). See Sokolov, Judge’s Charge to Jury in Criminal Cases, 10 Can. Bar Rev. 
228 (1932). 

9 Rudd v. United States, 173 Fed. 912, 914 (C.C.A. 8th 19009). 

7° Quercia v. United States, 289 U.S. 466 (1932). 

™ Cook v. United States, 18 F. (2d) 50 (C.C.A. 8th 1927); Buchanan v. United States, 
15 F. (2d) 496 (C.C.A. 8th 1926); Stroud v. United States, 2 F. (2d) 658 (C.C.A. 4th 1924); 
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comments of the judge are too vigorous, the advocacy too strong, there is an invasion 
of the province of the jury and a denial of the right to have the jury decide the issue. 
Generally the appellate courts have adhered to a policy of laying down negative rules 
by criticizing defective charges, rather than setting up positive rules as to what they 
should contain. 

It is on the ground of advocacy that the Supreme Court has customarily challenged 
instructions sought by the concurring opinion to be distinguished from permissible 
comment.'3 Nevertheless, in Horning v. District of Columbia, the court tacitiy sus- 
tained a vigorous opinion of guilt by the trial judge. In United States v. Murdock's the 
Court recently took occasion to remark that comment on the guilt may be made in 
“rare and exceptional cases,” citing the Horning case, where the evidence of the com- 
mission of the crime was undisputed and the only question was whether the particular 
acts constituted a violation of the statute. The attempt of the concurring opinion to 
restrict the rule in the federal courts to the precise fact situations where comment on 
the guilt has been sustained may be justified by the distinction between civil and crimi- 
nal cases. Judicial comment, and the recognized influence comments have on the 
decisions of juries'? may well elude the rule against directing a verdict of guilty.** The 
concurring opinion further contends that such comment is a violation of the constitu- 
tional right to a jury trial. This is questionable in view of the repeated statements by 
the high court that the historical right of trial by jury includes as a necessary incident 
judicial comment."? Whether the Supreme Court is to be read as intending the re- 
striction suggested and thus favoring less control over the jury raises the perennial 


Wallace v. United States, 291 Fed. 972 (C.C.A. 6th 1923); Rudd v. United States, 173 Fed. 
912, 914 (C.C.A. 8th 1909). The rule as often stated appears to be a contradiction of terms. 
Thus,while it is all right “for a federal judge to express his opinion as to the guilt of the ac- 
cused, he must be impartial in doing so.” O’Shaughnessy v. United States, 17 F. (2d) 225 
(C.C.A. 5th 1927). 

12 See cases cited in note 11 supra. “The judge is not merely a moderator or umpire; neither 
is he an advocate.” Cook v. United States, 18 F. (2d) 50 (C.C.A. 8th 1927). “The true rule 
is that the expression of opinion should not be expanded into what may be termed an argu- 
ment, as of counsel.” Egan v. United States, 22 F. (2d) 776 (C.C.A. 8th 1927), cert. denied 
289 U.S. 757 (1932). 

13 “Argumentative matter of this sort should not be thrown into the scales by the judicial 
officer who holds them.” Starr v. United States, 153 U.S. 614, 625 (1893); Hickory v. United 
States, 160 U.S. 408 (1895); Allison v. United States, 160 U.S. 203, 217 (1895). 

4 254 U.S. 135 (1920) (four judges dissented, arguing that it was necessary for the judge 
to inform the jury when he was invading their province with advice). See also United States v. 
Notto, 61 F. (2d) 781 (C.C.A. 2d 1932). Cf. Simmons v. United States, 142 U.S. 148 (1891). 

8 290 U.S. 394 (1933). See also Hartzell v. United States, 72 F. (2d) 569 (C.C.A. 8th 1934). 
Cf. Wiborg v. United States, 163 U.S. 632, 657 (1895) (might be distinguished on its unusual 
facts). 

16 See note 6 supra. Comment in the Horning case was really comment on the law, not on 
the facts, and therefore fully within the province of the court. 


17 Hicks v. United States, 150 U.S. 442, 452 (1893). 

*8 The exception permitted, i.e., comment in the “Rare and exceptional case”’ where the 
facts are uncontroverted, may have the same effect. 

19 See cases cited in notes 3 and 4 supra. See also dissent in People v. Kelly, 347 Ill. 211, 
179 N.E. 898 (1931); 5 Wigmore, Evidence § 1551 (2d ed. 1923), and § 1551 a (suppl. 1934); 
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controversy of the efficacy of the jury as a trier of facts.*° The restriction has the ad- 
vantage, if it be an advantage, of bringing federal practice into closer conformity with 
the practice of a majority of the states." 

The vagueness of the present test in the lower federal courts, that the comments 
should not be arguments, would not be avoided by the limitation urged. In addition 
to the test of advocacy questions of what constitutes an opinion of guilt would now 
arise. It would seem that any expression of opinion by the judge might effect the con- 
clusions of the jury on the ultimate issue; that is the intention of the comment. The 
line of permissible comment has always been a difficult one to draw, for more depends 
on the intonation of the comment than on the actual words used. 

The immediate effect of the instant decision as precedent is limited. Being dictum, 
it does not bind the court but serves merely as a gratuitous opinion by two of the court 
as to how they may treat similar cases in the future. It is interesting to note that 
Evans, J., who wrote the opinion of the court, but did not join in the concurring 
opinion, pointed out the same distinction urged by Major, J., in a decision rendered 
over a decade ago.” 



















































Divorce—Moral Turpitude—Harrison Narcotic Act—{Federal].—The petitioner 
applied for a divorce under a District of Columbia statute permitting the granting of an 
absolute divorce decree if one of the spouses had undergone a “final conviction of a 
felony involving moral turpitude and sentence for not less than two years in a penal 
institution,” and had served part of the sentence. The respondent had been convicted 
of a violation of the Harrison Narcotic Act? and sentenced for a period extending be- 
yond the statutory minimum. Held: Divorce granted. Violation of the Harrison Nar- 


cotic Act involves moral turpitude within the meaning of the above statute. Menna v. 
Menna* 





Sokolov, op. cit. supra note 8; and Children, Judge’s Charge to the Jury in Criminal Cases, 
3 Can. Bar Rev. 169 (1925). 

2° A discussion of the merits of jury trial is not in the province of this note. See Howe, Juries 
as Judges of Criminal Law, 52 Harv. L. Rev. 582 (1939). There is a movement toward the 
federal court rule permitting comment among the state courts. Wigmore, Evidence § 15514 
(suppl. 1934). The Code of Criminal Procedure, of the Amer. Law Inst. (1930) follows the 
federal court rule. § 325. An attempt recently to abolish the rule in the federal courts was 
defeated, but not until the bill had passed in the house. See 23 A.B.A.J. 521 (1937); and Otis, 
op. cit. supra note 2. 


* The Conformity Act does not apply to the “personal conduct and administration of the 
judge in the discharge of his separate functions.” Nudds v. Burrows, 91 U.S. 426 (1875). But 
see Fostor v. United States, 188 Fed. 305 (C.C.A. 4th 1911) where conformity is urged. The 
instant case follows the trend of Erie R.R. v. Tompkins, 304 U.S. 64 (1938). 

» Fryer v. United States, 11 F. (2d) 707 (C.C.A. 7th 1926). “Comment upon the evidence, 
we think, is to be distinguished from expressing an opinion upon the ultimate issues determina- 
tive of the guilt or innocence. No doubt there are times when a case justifies, even calls for, 
such expression of opinion. But the practice of thus expressing an opinion in the ordinary case 
is not to be commended, even when accompanied by a clear and positive statement to the 
effect that the members of the jury are the sole judges of the facts. . . . . " 

* D.C. Code, Supp. III 1937, c. 14, § 63, 49 Stat. 539 (1935). 
? 38 Stat. 785 (1914); 26 U.S.C.A. §§1040-1054, 1383-1391 (1927). 
*6 U.S. Law Week 638 (Jan. 17, 1939). 
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The concept of “moral turpitude” is employed in the statutes covering immigra- 
tion,} statutes providing for the revocation of physicians’ licenses‘ and disbarment of 
attorneys, and divorce statutes,® and in situations where the credibility of a witness is 
sought to be questioned.’ In applying these statutes some courts have attempted to 
reach an automatic definition® of “moral turpitude” based upon the distinction be- 
tween crimes mala in se and mala prohibita, or felonies and misdemeanors, or infamous 
and non-infamous crimes.? The more general view, however, is that the court will 
disregard the label of the crime committed and look instead at the act itself, deciding 
upon the particular facts of each case whether that act involved moral turpitude.'* 
Under this approach a court may hold a given crime to involve moral turpitude under 
certain circumstances and not under others. Thus, in Ciambelli v. Johnson,” the court 
indicates that an assault may or may not involve moral turpitude depending upon 
whether it was committed by an ordinary law abiding citizen in the heat of anger or 
whether it was a deliberate assault attended by circumstances showing inclinations 
toward lawlessness. Moreover, since the ultimate criterion seems to be the present 


3 39 Stat. 889 (1916); 6 U.S.C.A. § 155 (1927). 

4 Mitchie’s N.C. Code 1935, § 6618; Throckmorton’s Ohio Code Ann. 1936, § 1275; S.C. 
Civil Code 1932, § 5154. 

5 Mitchie’s Ala. Code 1928, § 6256; Anderson & MacFarland’s Mont. Rev. Code 1935, 
c. 21, § 8961; Bobbs Merrill’s Ore. Code Ann. 1930, c. 32, § 502. 

6 D.C. Code, Supp. III 1937, c. 14, § 63, 49 Stat. 539 (1935); Ga. Code 1933, c. 30, § 102. 

7 Pub. L. of Vt. 1935, c. 75, § 1700; Mitchie’s Ala. Code 1928, § 7722; Harlow’s Okla. Stat. 
1931, § 268. 

8 State v. Taylor, 98 Mo. 240, 11 S.W. 570 (1889); Spring Co. v. Knowlton, 103 U.S. 49 
(1880); Parkensburg v. Brown, 106 U.S. 487 (1882); Fort v. Brinkley, 87 Ark. 400, 112 S.W. 
1087 (1908). Also see concurring opinion of Burr, J., in State v. Malusky, 59 N.D. so1, 230 
N.W. 735 (1930); and opinion of Lewis, J., in Bartos v. United States, 19 F. (2d) 722 (C.C.A. 
8th 1927). A few cases seem to indicate that a violation of a law involves moral turpitude solely 
because it is a violation of law, it being inherently immoral to violate the will of the legislature. 
Kurtz v. Farrington, 104 Conn. 257, 132 Atl. 540 (1926); Riley v. Howes, 17 F. (2d) 647 
(D.C. Me. 1927). 

® Under the federal decisions whether a crime is infamous or not depends upon whether 
the sentence is accompanied by hard labor: Ex parte Wilson, 114 U.S. 417 (1885); Mackin 
v. United States, 117 U.S. 348 (1886); Parkman v. United States, 121 U.S. 281 (1887); 
United States v. Moreland, 258 U.S. 433 (1921); Brede v. Powers, 263 U.S. 4 (1923). The state 
courts have similar definitions: State v. Clark, 60 Kan. 451, 56 Pac. 767 (1899); Gudger v. 
Penland, 108 N.C. 416, 13 S.E. 168 (1891); Butler v. Wentworth, 84 Me. 25, 24 Atl. 456 (1891); 
Baum v. State, 157 Ind. 354, 61 N.E. 672 (1901). 

© Cijambelli ex rel. Maranci v. Johnson, 12 F. (2d) 465 (D.C. Mass. 1926); Jn re Hampton v. 
Wong Ging, 299 Fed. 289 (C.C.A. oth 1924), the granting of habeas corpus to one who had 
served a sentence for a violation of the Harrison Act and was to be deported was upheld be- 
cause of the failure of the government to prove the presence of ‘moral turpitude” (nothing 
more than conviction having been shown). Also see State v. Malusky, 59 N.D. 501, 230 N.W. 
735 (1930); Coykendall v. Skrmetta, 22 F. (2d) 120 (C.C.A. 5th 1927); Ex parte Marshall, 207 
Ala. 566, 93 So. 471 (1922). 

™ 12 F. (2d) 465 (D.C. Mass. 1936). 


12 Also see United States ex rel. Morlacci v. Smith, 8 F. (2d) 663 (D.C. N.Y. 1925). In the 
following cases a violation of the prohibition laws was held not to involve moral turpitude: 
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state of public opinion," the same act and intent may involve moral turpitude in one 
jurisdiction and not in another, depending upon whether the local public sentiment as 
interpreted by the local judge very strongly disapproves of the conduct in question." 
In the instant case it was contended that no moral turpitude could attach to the 
violation of a statute whose constitutional justification rested upon its being viewed 
as a revenue measure. Though the necessary requisites of moral turpitude are not very 
likely to be present when the offender has violated a provision designed solely for the 
purpose of aiding in the collection of revenue, it does not follow that they necessarily 
are not present in such a case. As a felony or infamous crime such a violation would 
fall under two of the minority definitions of moral turpitude. The majority approach 
which looks at the act and intent constituting the crime would also logically regard the 
purpose of the statute defining the crime as irrelevant. Moreover, although the con- 
stitutional justification of the Harrison Act was based upon revenue grounds,’s most 
cases have admitted that the statute had as an incidental motive the suppression of the 
drug traffic.* Some cases have indicated that this was the primary motive, being 
reached indirectly within the limits of the revenue powers of Congress.’? Thus, the 
state courts have usually regarded violations of the Harrison Act as involving moral 
turpitude."* The federal courts, however, have tended to take the contrary view." 


Bartos v. United States District Court, 19 F. (2d) 722 (C.C.A. 8th 1927); Coykendall v. 
Skrmetta, 22 F. (2d) 120 (C.C.A. 5th 1927); McGovern v. Vermont, 75 Vt. 104, 53 Atl. 326 
(1902). In the following cases a violation of the prohibition laws was held to involve moral 
turpitude: Field v. United States, 221 Fed. 242 (C.C.A. 4th 1915); Rudolph v. United States, 
6 F. (2d) 487 (App. D.C. 1925); Riley v. Howes, 17 F. (2d) 647 (D.C. Me. 1927); Kurtz v. 
Farrington, 104 Conn. 257, 132 Atl. 540 (1926). 

"3 Coykendall v. Skrmetta, 22 F. (2d) 120 (C.C.A. 5th 1927); Bartos v. United States, 19 
F. (2d) 722 (C.C.A. 8th 1927); Seitz v. Ohio St. Med. Bd. 24 Ohio App. 154, 157 N.E. 304 
(1926); State v. Bieber, 121 Kan. 536, 247 Pac. 875 (1926); Ex parte Mason, 29 Ore. 18, 43 
Pac. 651 (1896). 

4 Mere possession of liquor constituting a misdemeanor held to involve moral turpitude 
in: State v. Bieber, 121 Kan. 536, 247 Pac. 875 (1926); Rudolph v. United States, 6 F. (2d) 
487 (App. D.C. 1925). Contra: Bartos v. United States District Court, 19 F. (2d) 722 (C.C.A. 
8th 1927); Coykendall v. Skrmetta, 22 F. (2d) 120 (C.C.A. sth 1927). 

*s United States v. Doremus, 249 U.S. 86 (1919); Nigro v. United States, 276 U.S. 332 
(1928). 

% United States v. Doremus, 249 U.S. 86 (1919); United States v. Balint, 258 U.S. 250 
(1922); Nigro v. United States, 276 U.S. 332 (1928); United States v. Behrmore, 258 U.S. 
250 (1922). 

‘7 United States v. Jin Fuey Moy, 241 U.S. 394 (1915); State v. Gardner, 201 N.C. 123, 
159 S.E. 8 (1931); Gregory v. McInnis, 140 S.C. 52, 134 S.E. 527 (1926). 

8 State v. Gardner, 201 N.C. 123, 159 S.E. 8 (1931); Gregory v. McInnis, 140 S.C. 52, 
134 S.E. 527 (1926); Seitz v. Ohio State Med. Bd., 24 Ohio App. 154, 157 N.E. 304 (1926). 
Contra: State v. Friedman, 150 Tenn. 152, 263 S.W. 75 (1924), the court admitting, however, 


that under certain circumstances a violation of the Harrison Act might involve moral turpi- 
tude. 


8 United States ex rel. Andreachi v. Curran, 38 F. (2d) 494 (D.C.N.Y. 1926); Hampton v. 
Wong Ging, 299 Fed. 289 (C.C.A. oth 1924); United States v. George Wing, 6 F. (2d) 896 
(D.C. Nev. 1925) (involving the Jones-Miller Act which supplemented the Harrison Act); 
Martinez v. Nagle, 53 F. (2d) 195 (C.C.A. oth 1931). 
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The reluctance of the federal courts in previous cases to declare moral turpitude to be 
present may be explained by the fact that those cases involved deportation proceed- 
ings, while the state cases involved the less serious issue of the revocation of licenses. 

Since the consequences of moral turpitude attaching to a crime often result in the 
infliction of additional punishments of a more or less severe nature, it is unfortunate 
that the word does not possess a more definite meaning than it does under the majority 
approach. This approach, moreover, is inconvenient in that it necessitates an inquiry 
into the details of the previous conviction.*° A possible solution might be the substitu- 
tion in the statutes of the phrase “infamous crime.”’** However, while such a substitu- 
tion would permit certainty of prediction, the strict application of such a rule might 
work injustice in many cases because of the application of the same standard regardless 
of the issue involved. 

It is suggested that the degree of moral degradation which should constitute just 
cause for the termination of the marriage relationship is less than the degree which 
should constitute just cause for forcibly taking a man away from his employment and 
friends and expelling him from the country. Therefore the best solution would be a 
statute specifically stating the length of sentence for a crime which provides grounds 
for divorce, another length of sentence for grounds for deportation,?* and a third for 
grounds for revocation of licenses. Perhaps the grounds for revocation of licenses might 
be further limited to certain specified crimes which prove the offender to be peculiarly 
unfit to continue to practice his particular profession. Such statutes would permit 
both greater predictability of result and individuality of treatment than is now en- 
joyed through the haphazard definition by the courts of the term “moral turpitude.” 


Equity—Procedure—Enjoining Collection of Judgment for Service Charge on Con- 
fession Notes—{Illinois].—The plaintiffs were makers of three notes, each containing 
a warrant of attorney permitting the defendant loan company to enter judgment “at 
any time thereafter.” Each note was secured by a chattel mortgage. Judgments were 
confessed by the defendant before the due dates specified. Motions to vacate were 
twice denied. Having repaid the amount actually advanced on the notes, the plaintiff 
sought an injunction against the collection of the portion of each note covering the 
service charge for the loan. On appeal from a decree granting an injunction and dis- 


charging the mortgages, held, affirmed. Printers’ Corp. and Howard, Wood, and Fischer, 
Inc. v. Hamilton Investment Co.* 


2¢ In re Peters, 73 Mont. 284, 235 Pac. 772 (1925); Rudolph v. United States, 6 F. (2d) 487 
(App. D.C. 1925). At times the federal courts apparently will refuse to inquire into the par- 
ticular facts of a conviction, regarding the record of conviction as sufficient. United States 
ex rel. Andreachi v. Curran, 38 F. (2d) 494 (D.C.N.Y. 1926). The instant case, however, 
indicates a tendency away from that view. The court says: ‘“‘An act which creates human 
misery, corruption, and moral ruin . . . . is so base and shameful as to leave the offender not 
wanting in the depravity which the words ‘moral turpitude’ imply.”” Surely the court would 
not regard a violation of the statute because of some technical oversight as such a depraved act. 

* Divorce statutes similar to that of the District of Columbia use the concept of “infamy” 
rather than that of “‘moral turpitude.”” Burns’ Ind. Stat. 1933, c. 3, § 1201; Dart’s La. Crim. 
Code 1932, § 138, 139; Mitchie’s Tenn. Code 1938, § 8426. 

#2 The proposed Kerr-Coolidge Act, 74th Cong. 2d Sess. 10486, H.R. 8163 (1935), provided 
that violations of state narcotic laws be made grounds for deportation. The bill did not pass. 


* 295 Ill. App. 34, 14 N.E. (2d) 517 (1938). 
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In effect what the court has done here is to declare the service charge invalid and 
nullify the statute which states that usury is not a defense between corporations’ by 
using an inconspicuous injunction statute.’ The court’s holding, however, is limited to 
the fact situation and would not invalidate service charges generally, because it is 
based on failure of consideration which the court finds in the attempt to collect before 
the notes were due. It would seem that a ruling under this injunction statute would 
have been foreclosed by the lower court’s ruling on the motions to vacate. The statute 
permits an injunction against so much of a judgment “as the plaintiff shall show him- 
self equitably not bound to pay,” and in the rulings on the motions to vacate the court 
considered the equitable reasons for granting the relief sought. Thus the lower court’s 
rulings on the motions to vacate appear to be res adjudicata as to the validity of the 
service charges by permitting their collection. Similarly, the denials of the motion 
would seem to be res adjudicata as to the question of failure of consideration relied on 
by the court in the instant case.4 Generally a service charge such as was involved here 
is not held to be invalid,’ which seems to point to the recognition of the fact that many 
loans could not profitably be made at the legal rate of interest and that the means of 
making it profitable for private capital to handle these loans is to permit them ad- 
ditional payment in the form of a service charge.’ Possibly a better solution might be 
for the legislature to indicate in what situations and for what purposes more than the 
present legal rate of interest might be charged. 

Courts have repeatedly asserted that they exercise equitable jurisdiction in con- 
sidering motions to vacate confession judgments.’ In the instant case, however, the 
court stated that the plaintiffs did not have an adequate legal remedy in such a 
proceeding: 

While it is true that in motions to vacate judgments entered by confession it is said that 
courts exercise equitable powers; yet we think it cannot be said that in such cases the court 
exercises as broad equity powers as does a chancellor in a suit in equity.... We are of the 
opinion that plaintiff’s remedy in seeking to have the judgments by confession opened up and 
for leave to defend, was not as complete and adequate as that afforded by a court of chancery.® 


Established precedents show courts using legal or equitable defenses? as the basis for 
granting a motion to vacate or to open a confession judgment with leave to defend; 


Tl. Stat. 1937 c. 32 §157.5. Construed in Tennat v. Joerns, 329 Ill. 34, 160 N.E. 160 
(1928); Ill. Stat. 1937, c. 74, §§ 4, 5, and 6. 
3 Ill. Rev. Stat. 1937 c. 69 § 7. 


4 Wright v. Griffey, 147 Ill. 496, 35 N.E. 732 (1893); Litch v. Clinch, 136 Ill. 410, 26 N.E. 
579 (1891) (res adjudicata embraces not only the issue decided in a previous case but also 
any other matter properly involved or which might have been raised and determined in the 
former suit). 

Ss However, service charges of one dollar ($1.00) on each of six notes for $25.00 running from 
one to six months were held to be usurious because they amounted to more than the statutory 
interest limit of 8% per annum. Dickey v. Bank of Clarksdale, 184 So. 314 (Miss. 1938). 

® Note Rendered Usurious by Service Charge, 56 Banking Law Journal 1, 4 (1939). 

? Blake v. State Bank of Freeport, 178 Ill. 182, 52 N.E. 957 (1899); Handly v. James Wilson 
and John T. Wilson, 242 Ill. App. 66 (1926). 

§ Printers’ Corp. and Howard, Wood, and Fischer, Inc. v. Hamilton Investment Company, 
295 Ill. App. 34, 38, 14 N.E. (2d) 517, 518 (1938). 


° Pearce v. Miller, 201 Ill. 188, 190, 66 N.E. 221 (1903), aff’g 99 Ill. App. 424. ‘‘And if the 
affidavits, when considered, should disclose a clear and equitable reason for opening the judg- 
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procedural defects and irregularities do not provide adequate grounds for granting 
such a motion.’* In Condon v. Besse™ on a motion to open a confession judgment the 
court stated that where there is fraud or a meritorious defense or where a greater part 
of the debt has been paid then the court on motion to vacate should enter a conditional 
order allowing the debtors to interpose pleas, for, “if such means of correcting wrongs 
did not exist, the defendant would be at the mercy of the plaintiff, unless relief was 
sought in equity at much expense and delay.” 

When the plaintiffs’ motions were denied it was not an end of their remedy at law 
since they could have taken an appeal from the denial of their motion to vacate.” The 
basis of the appeal or writ of error is the denial of the motion to vacate, not the enter- 
ing of the judgment originally.*s Instead of following this course the plaintiff here 
began a new suit in which he sought an injunction. In Hale v. Ferguson*4 which in- 
volved a bill to enjoin collection of a judgment against the complainant, the abstract 
of the opinion, which is not fully reported, states the court’s holding to be that a de- 
cree dismissing the bill was correct because the matter set up in the bill would have 
been available at law as well as in equity. It might be argued that the plaintiff did not 
have an adequate remedy at law in so far as the court of law could not declare the 
chattel mortgages securing the indebtedness null and void as was done by the in- 
junction. But the decree of the equity court was necessarily based on the theory that 
the service charge was invalid and it would seem that the ruling on the motions to 
vacate were res adjudicata on that point. 

The court states as another ground for its decision that of failure of consideration 
since judgment was confessed prior to the due date of the note.'s But this is also con- 
trary to the precedent that confession of judgment under a warrant of attorney similar 
to that involved in this case is valid if taken before the due date specified in the note." 
In reaching this conclusion the courts have stated that the power to confess judgment 
for the face of the note before the due date was additional security for the creditors 
and it was included in the various notes in question as an express stipulation which is 
Aot defeated by the fact that the creditor may change the due date by confessing 


ment and allowing appellants to plead, then it would be the duty of the court, in the exercise 
of such equitable powers, to so order.”” Knox v. The Winsted Savings Bank, 57 Ill. 330 (1870). 


© Blake v. State Bank of Freeport, 178 Til. 182, 52 N.E. 957 (1899); Moyses v. Schendorf, 
238 Ill. 232, 87 N.E. 401 (1919); Mumford v. Tolman, 157 Ill. 258, 41 N.E. 617 (1895). 


™ 86 Ill. 159, 161 (1877). 


2 Boyles v. Chytraus, 175 Ill. 370, 51 N.E. 563 (1898); Van Pelt v. Lindley, 217 Ill. App. 
405 (1920). 


#3 Lake v. Cook, 15 Ill. 353 (1854). 


*4 786 Ill. App. 156 (1914); Blake v. State Bank of Freeport, 178 Ill. 182, 184, 52 N.E. 957, 
958, (1899). “A court of law, being invested with such power, will not send a defendant against 
whom a judgment has been entered by confession, to a court of equity for redress, but the pow- 


er, whether exercised by a court of law or of equity, is an equitable one, to be governed by the 
same principles.” 


*s Printers’ Corp. and Howard, Wood, and Fischer Inc. v. Hamilton Investment Co., 295 
Ill. App. 34, 39, 14 N.E. (2d) 517, 519 (1938). 


6 Adam v. Arnold, 86 Ill. 185 (1877); Blanch v. Medley, 63 Ill. App. 211 (1895). 
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judgment.’ In the statement quoted above the court seems to recognize that its 
decision is against established precedent and yet it feels justified in making the de- 
parture. It is probable that the court felt that the plaintiff had been caught between 
two loan companies and deserved relief on whatever theory possible. 

Not only does the decision seem to be unjustified on the basis of precedent but in 
addition it appears to be contrary to the policy of the Illinois Civil Practice Act by 
making a difference between the adequacy of relief available in an action to vacate 
the judgment and that in the suit for the injunction. Section 44 of the Practice Act" 
permits a plaintiff to join any cause of action, legal or equitable, and a defendant to 
set up any counterclaim,’ legal or equitable. With reference to the portion of the 
opinion quoted above the court states that “... . this distinction [of law and equity] 
has not been entirely abrogated by Section 44 of our Civil Practice Act.” Under some 
codes providing for the union of law and equity the courts have not looked favorably 
on such a move but instead have preserved the ancient distinctions and have dismissed 
cases for procedural defects which codes were designed in part to eliminate.*? Dean 
Clark, writing shortly after the adoption of the Civil Practice Act, stated that such 
anomalous results can be avoided under the new act, but to doso willrequire“... . 
that the Illinois judges will seize on the opportunity afforded by the joinder provisions 
to avoid such a result.’’* Professor McCaskill, however, seems to adopt a view similar 
to that of the instant case when he states that, “In developing the one form of civil 
action it is well to bear in mind that whatever else may have been abolished, actions 
at law and suits in equity still remain, not, it is true, as independent systems of pro- 
cedure, but within a system which provides for both. Attempts to obscure this fact 
lead only to confusion.”’#? 

Thus by finding a difference between the relief granted in equity and at law the 
court is preventing a simplification which the Practice Act is designed to attain? and 


which other states have achieved by stating in their codes that there shall be but one 
civil action.?4 


Evidence—Constitutional Law—Inability of Wife To Waive Husband’s Immunity 
to Unreasonable Search and Seizure—{Illinois}|—While the defendant was detained 
in police custody on a charge of larceny, the complainant, accompanied by deputy 
sheriffs, went to the defendant’s home in search of the stolen goods. The defendant’s 

*7 Sherman v. Daddely, 11 Ill. 622 (1850). 

8 Tl. Rev. Stat. 1937, c. 110, § 168. 

19 Til. Rev. Stat. 1937, c. 110, § 162: “Subject to rules, any demand by one or more de- 
fendants against one or more plaintiffs, or against one or more co-defendants, whether in the 
nature of set-off, recoupment, cross-bill in equity or otherwise, and whether in tort or contract, 


for liquidated or unliquidated damages, or for other relief, may be pleaded as a cross demand 
in any action, and when so pleaded shall be called a counterclaim.” 


2° See Clark, The New Illinois Civil Practice Act, 1 Univ. Chi. L. Rev. 209, 211 (1933). 
4 Jd. at 215. 


22 McCaskill, One Form of Civil Action, But What Procedure for the Federal Courts? 
30 Ill. L. Rev. 415 (1935). 


23 See Fisher, Persistence of Chitty, 6 Univ. Chi. L. Rev. 359 (1939). 
4 Okla. Stat. 1893, c. 764, § 3882. Black v. Jackson, 177 U.S. 349 (1900). 
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wife permitted the men to enter and look about the house and grounds, although they 
possessed no search warrant. Upon the objection that the admission of evidence pro- 
cured as a result of this search was error, held, for the defendant. A wife is not em- 
powered to waive her husband’s constitutional immunity to an unreasonable search 
and seizure. People v. Lind. 

The immunity to unreasonable searches and seizures guaranteed persons by the 
state? and federal: constitutions may be waived and the objection to a search as un- 
reasonable thus removed.‘ Generally, the cases speak of this waiver as a privilege 
which is personal and hence one which is capable of being exerted only by the person 
who stands accused.’ By considering the problem in the light of waiver and personal 
privilege, and by assuming that the search was unreasonable, however, the instant 
court does not allow the case to turn on its fundamental issue. Were the attention of 
the court directed to an inquiry as to whether in fact the search was unreasonable,‘ the 
function of safeguarding the constitutional guaranty could be performed more effi- 
ciently. Unfortunately, “unreasonable” is a term whose meaning the constitutional 
provisions do not explain; its definition is left to judicial decision. In arriving at its 
conclusion a court must consider the immediate circumstances and the policies ex- 
pected to be served by a broad or narrow interpretation.’ A sociological approach, 
whereby all existing facts are admitted in evidence, would equip the court with some- 
thing more than its own empiricism as its guide to a judicious result. With liberal 
rules on the admission of evidence, the number of facts to which the court may advert 
in deciding the issue of reasonableness is materially increased. Thus, the court would 
have no need to denominate the constitutional immunity a personal privilege and to 
admit or exclude evidence according to whether or not the correct person had exerted 
the privilege. 

In the present case, for the first time in Illinois, there is raised the problem of the 


wife of an arrestee consenting to a search of her and her husband’s home by persons 


t 370 Ill. 131, 18 N.E. (2d) 189 (1938). 
Til. Const., Art. 2. § 6. 3 U.S. Const., Amend. 4. 


4 Willis, Constitutional Law, 542 (1936). In People v. Preston, 341 Ill. 407, 173 N.E. 383 
(1930), the court said that where one consents to a search of his person, he thereby waives his 
constitutional right in that respect. Cf. De Lapp v. United States, 53 F. (2d) 627 (C.C.A. 8th 
1931); United States v. Shules, 65 F. (2d) 780 (C.C.A. 2d 1933). 


5 Weeks v. United States, 232 U.S. 383 (1914); Carignano v. State, 31 Okl. Cr. 228, 238 
Pac. 507 (1925); Gilliland v. Commonwealth, 224 Ky. 453, 6 S.W. (2d) 467 (1928). On the 
authority to consent for another to search and seizure, see cases collected in 58 A.L.R. 737 
(1929). For a view favoring the doctrine that waiver is personal, see Wood, Scope of Constitu- 
tional Immunity against Search and Seizure, 34 W.Va. L. Q. 1, 146 (1927). 


® By inquiring directly into the question whether the search was a reasonable one, the court 
in Cass v. State, 124 Tex. Cr. 208, 61 S.W. (2d) 500 (1933), on facts similar to those of the 
instant case, was able to reach an opposite conclusion. The case was criticized in a note, 11 
N.Y. U. L. Q. Rev. 466 (1934). 


7 This note considers the same method of analysis propounded by Waite, Unreasonable 
Searches and Seizures, 86 U. of Pa. L. Rev. 623 (1938). 


§ The role sociology should play in judicial determinations is discussed in Cardozo, Growth 
of the Law, 117-26 (1924). 
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not possessing a search warrant.? Assuming that a wife has the right in this state to 
admit people to the family home, and that the wife of the defendant permitted the 
complainant and the deputies to enter,'* it follows that such entry was not an un- 
reasonable one. Consequently, evidence unfavorable to the defendant which is un- 
covered upon such entry and search is not obtained through illegal methods, violates 
no constitutional provision designed for the accused’s protection, and should be ad- 
mitted at the trial. If the circumstances were such that the search was a reasonable 
one, it would seem to be superfluous to inquire whether the accused himself had con- 
sented to the search. 

In the everlasting conflict between the interest of the community in effective en- 
forcement of the criminal law and the dislike of individuals for police interference with 
their activities, there is the question when and to what extent police officers, without a 
warrant, may search for evidence of crime." Perhaps a workable rule would inquire 
into the conditions under which the search was made; if someone of authority con- 
sented to the search, the constitutional requirement is satisfied. 

































Landlord and Tenant—Distress for Rent—{Illinois].—The plaintiff leased a store 
from the defendant and furnished it with barber shop fixtures. He became delinquent 
in payment of the rent and, upon the defendant’s refusal to accept the plaintiff’s tender 
of a substantial portion of the amount due, relinquished possession of the premises by 
returning his key. Thereupon the defendant entered and undertook the operation of 
the shop, using the fixtures which the plaintiff had not removed. A distress warrant 
was issued by the defendant but not levied. In an action to recover the fixtures and 
damages for their wrongful detention, held, for the plaintiff. The distress warrant not 
having been levied, the defendant-landlord had no right to detain or use the plaintiff’s 
fixtures. Cottrell v. Gerson. 

The instant case is noteworthy because it contains an excellent discussion of distress 
in Illinois. A landlord in Illinois has a statutory right to distrain for rent? and a statu- 
tory lien on crops.3 These statutes are modifications of and additions to the landlord’s 
right to distrain available at common law.‘ To reach the tenant’s personal property 
for the purpose of holding it as security for the rent due or for the purpose of obtaining 
payment of the rent from the proceeds of a sale of the property, the landlord is author- 
ized to seize “any personal property of his tenant that may be found in the county 
where such tenant shall reside.”s At common law the landlord could seize any personal 


» The majority of the cases on this point have been decided in favor of the husband-defend- 
ant. In Cofer v. United States, 37 F. (2d) 677 (C.C.A. sth 1930), the court said that “the wife 
was without authority to bind her absent husband by waiving a legal warrant, or consenting to 
an unauthorized search.” The court in Amos v. United States, 255 U.S. 313 (1921), intimated 
that were the point before the court it would have been decided adversely to the prosecution. 
Contra, Cass v. State, 124 Tex. Ct. 208, 61 S.W. (2d) 500 (1933). 

*e There is no consent to search where entry is permitted under coercion, actual or implied. 
Amos v. United States, 255 U.S. 313 (1921); see Cornelius, Search and Seizure § 16 (1926). 


" An illuminating discussion of this problem is made by Professor Waite, op. cit. supra 
note 7. 


* 296 Ill. App. 412, 16 N.E. (2d) 529 (1938). 
7 Ill. Rev. Stat. 1937, c. 80, § 16. 4 Hadden v. Knickerbocker, 70 Ill. 677 (1873). 
37d. at § 31. STll. Rev. Stat. 1937, c. 80, § 16. 
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property, his tenant’s or a stranger’s, found on the demised premises.‘ Under the 
Illinois laws the landlord is limited to property owned by his tenant and not made ex- 
empt by statute.? On the other hand, he may seize such property wherever it may be 
found in the tenant’s county. When a landlord leases premises in one county to a 
tenant who lives in another county the question arises whether the statute uses “re- 
side” in a strict sense to mean domicile or, in a broader sense, to mean the location of 
the leased premises. It seems that to deny the latter interpretation would be seriously 
to narrow the scope of the protection contemplated by the statute. 

The landlord himself issues and levies the distress warrant,* without which the 
seizure is unlawful.® In this respect Illinois preserves the notion of self-help, to which 
the feudal lords were accustomed to resort to harry their tenants into paying their 
rent.** Modern statutes in other states have abandoned this medieval process and 
provide that a state officer should issue and levy the warrant," thereby giving distress 
for rent the appearance of attachment proceedings.” In Illinois, however, once the 
warrant is levied by the landlord, the matter is handled as a civil action in the same 
manner as in the case of attachment."3 The statute requires the immediate’ filing of a 
copy of the distress warrant with a justice of the peace or a clerk of a court of record of 
competent jurisdiction,"s after which a summons shall issue against the tenant,” and 
provides, furthermore, that the distress warrant shall stand for the plaintifi’s declara- 
tion.?7 


6 2 Taylor, Landlord and Tenant § 583 (oth ed. 1904); for discussion of distraint on goods 
of a stranger, 62 A. L. R. 1106 (1929). 

7 See note 41 infra. 

8 For a discussion of what constitutes a lawful seizure and levy, see 2 Tiffany, Landlord 
and Tenant §§ 336, 337 (1910). A valid distress cannot be made after the tenant has tendered 
unconditionally the amount due. Jd. at § 329 b. 


9 Arnold v. Phillips, 59 Ill. App. 213 (1894). 


1° 3 Holdsworth, History of the English Law 282 (3d ed. 1923). For statutes employing 
the Illinois method, see Del. Rev. Code 1935, § 5009; N.J. Rev. Stat. 1937, § 2:58-34; Pur- 
don’s Penn. Stat. Ann. 1931, §§ 68-251; S.C. Code 1932, § 1818. 


These statutes require that the warrant, issued by a judge or justice of the peace pursuant 
to the filing by the landlord of an affidavit stating the amount of his claim, be addressed to 
a constable or sheriff and order him to seize the property of the tenant. See: Ga. Code 1933, 
§§ 61-402; Carroll’s Ky. Stat. Ann. 1936, § 2299; Bagby’s Md. Ann, Code 1924, §§ 53-9; Miss. 
Code Ann. 1930, § 2188; Va. Code Ann. 1936, § 5519; W.Va. Code Ann. 1937, § 3662. 

% There is observable a general tendency to withdraw control of the distress proceedings 
from the landlord and to rest it in public officials, thus assimilating distress with the process 
of attachment, 2 Tiffany, op. cit. supra note 8, at § 325 (1910). Indeed one state statute 
speaks of “attachment or distress” and “distress warrant or attachment writ.” Miss. Code 
Ann. 1930, §§ 2186, 2191. 

3 Tll. Rev. Stat. 1937, c. 80, § 20; for attachment statute see id. c. 11. 

™ In Schoenfeld v. Kulwinsky, 197 Ill. App. 472 (1916) the court said that the statute 
requiring the distrainor to “immediately file” a copy of the warrant meant that he should act 
promptly and in “ ‘such convenient time as is reasonably requisite for doing the thing’. ... 
Thompson v. Gibson, 8 M. and W. 281.” 

ts Tll. Rev. Stat. 1937, c. 80, § 17. 6 Td. at § 18. 

17 Id. at § 20. For the tenant’s right to release the property distrained upon posting bond, 
see id. § 26. After property distrained is replevied, the distrainor loses his lien and has no 
remedy except on replevin bond. Speer v. Skinner, 35 Ill. 282 (1864). 
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After the landlord has prevailed in his action and obtained judgment,* he may levy 
execution on all the personalty of the tenant’? (except that protected by general ex- 
emption statutes**). Thus he is not limited to the proceeds of the sale of the property 
distrained. If service cannot be made on the tenant, however, and if he does not ap- 
pear, judgment by default may be entered. Such a judgment, however, under section 
24 of the Landlord and Tenant Statute, can bind only the property then before the 
court, and consequently the landlord cannot make the judgment the basis of an execu- 
tion against other property of the tenant. At common law the landlord could not sell 
the property distrained; he was limited to holding the property and hoping the in- 
convenience thus caused would force the tenant to pay the rent that was due.” In 
England this remedy, which was of comparatively little benefit to the landlord,” was 
changed by the Statute of 2 William and Mary, c. 5 (1689), which granted the landlord 
the power to sell the distrained property without a judgment. A similar power exists 
today in those jurisdictions which still employ the device of distress for collecting rent. 
Apparently none of those jurisdictions, except Illinois, makes distress for rent the com- 
mencement of civil action;?3 the sale follows as the consequence of the levying of the 
distress warrant and does not depend upon judgment and execution. 

The type of lien the landlord acquires under the Illinois distress statute is the type 
rendered void by the federal bankruptcy act*4 when the landlord levies his warrant 
within four months of the filing of a petition in bankruptcy against the tenant, because 
the lien is procured through “legal proceedings” within the meaning of the act. 
Where the lease, however, provides the landlord with a lien and authorizes the levying 
of a distress warrant, it has been held that such a lien is the type of lien the bankruptcy 
act was not intended to affect,” the lien being given in good faith and not in contem- 
plation of bankruptcy.?? Similarly, a statutory lien enforceable by distress proceedings 
is of this type and also within the province of section 107d of the bankruptcy act.** 
The lien acquired by common law distress, not being obtained through legal proceed- 
ings, is not within section 107f.29 Under the English bankruptcy laws, the landlord 
may distrain before or after commencement of bankruptcy proceedings for six months’ 
















































18 “Tf the plaintiff succeeds in his suit, judgment shall be given in his favor for the amount 
which shall appear to be due him.” Jd. at § 22. 


19 Td. at § 23. 
2° See note 41 infra. 






* 2 Tiffany, op. cit. supra note 8, at § 342. 
The New Jersey statute expressly states that the power to sell was given because distress 
was otherwise of little benefit to the distrainor. N.J. Comp. Stat. 1910, p. 1940, § 6. 
23 The Illinois statute making distress a method of starting a civil action seems to be unique. 
At common law distress was not a lawsuit. 2 Tiffany, op. cit. supra note 8, at § 343. The 
landlord’s right to distrain, however, may be a survival from the days when lords kept a 


court for their tenants, and distrained by the judgment of that court. 3 Holdsworth, of. cit. 
supra note 10, at 281. 


411 U.S.C.A. § 107 f (1938). 
5 In re United Motor Chicago Co., 220 Fed. 772 (C.C.A. 7th rors). 
* 11 U.S.C.A. § 107 d (1938). 


*7 In re Robinson & Smith, 154 Fed. 343 (C.C.A. 7th 1907); see also Jn re Mossler, 239 
Fed. 262 (C.C.A. 7th 1917). 


** Henderson v. Moyer, 225 U.S. 631 (1912). 
29 In re West Side Co., 162 Fed. 110 (C.C.A. 3d 1938). 
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accrued rent;3* thus the landlord’s right to distrain is preserved, but the amount for 
which it can be effectively exercised is limited. 

It is important in this connection to consider the rights of the landlord under dis- 
tress as against other creditors. The Statute of 8 Anne, c. 14 (1709), provided that no 
goods should be taken in execution unless the party at whose suit the execution was 
sued out should pay the landlord, before removing the goods from the premises, the 
rent that was due, not exceeding one year’s rent. The instant case, in accord with pre- 
ceding decisions,3* recognizes that this statute being of a date later than the fourth year 
of the reign of James I, is not in force in Illinois. Holding that the landlord and tenant 
statute, giving the landlord a lien upon crops only by implication excluded the idea of 
a lien on any other property of the tenant,3? the Illinois courts conclude that the land- 
lord acquires no interest in the property of his tenant until the distress warrant is 
levied.33 Before that time the title and possession can validly be transferred by the 
tenant.34 When, for example, personal property has been sold by the tenant in pay- 
ment of a pre-existing debt, and the purchaser in good faith has removed the property 
from the demised premises, such property is not liable to distress for rent, although 
rent was due when the sale was consummated.3s Once levied, however, the warrant 
creates a lien in favor of the landlord which is prior to all subsequent claims of other 
creditors. In Florida, a landlord is given a statutory lien for rent which is enforceable 
by distress proceedings and which dates from the time the warrant is levied.** This 
statute, it appears, is the same as that of Illinois except for a slight difference in 
language. Similarly, in Georgia landlords are granted a general lien which attaches 
from the time of the levy of the warrant.37 In Virginia, however, although the land- 
lord holds no lien before a distress warrant is levied on the property liable for rent, the 
lien obtained after the levying relates back to the beginning of the tenancy and takes 
precedence over any other lien on goods or chattels on the leased premises which is 
secured after the commencement of the tenancy.3* General lien statutes, which have 


8° 82 L. J. 347 (1936). 

3 Herron v. Gill, 112 Ill. 247 (1884); First Nat’l Bank v. Adam, 138 III. 483, 28 N.E. 955 
(1891); Rowland v. Hewitt, 19 Ill. App. 450 (1885); Faubel v. Michigan Blvd. Bldg. Co., 278 
Ill. App. 159 (1934). 

3 Herron v. Gill, 112 Ill. 247 (1884); Felton v. Strong, 37 Ill. App. 58 (1890). 


33 Springer v. Lipsis, 209 Ill. 261, 70 N.E. 641 (1904); Kellogg Newspaper Co. v. Peterson, 
162 Ill. 158, 44 N.E. 411 (1896); Hadden v. Knickerbocker, 70 Ill. 677 (1873); Morgan v. 
Campbell, 89 U.S. 381 (1874). 

34 Powell v. Daily, 163 Ill. 646, 45 N.E. 414 (1896). If the transaction is fraudulent, how- 
ever, apparently the landlord might follow the property. 2 Taylor, op. cit. supra note 6, 
at § 576. 

38s Hadden v. Knickerbocker, 70 Ill. 677 (1873), cited in Henon v. Gill, 112 Ill. 247, 252 
(1884) where it was held that the lien created upon the levy of the distress warrant was subject 
to the liens of executions previously levied. A distress warrant issued after an assignment by 
the tenant for the benefit of creditors and after the assignee had taken possession of the prop- 
erty was held to give the landlord no lien in Friedman v. Kappel, 257 Ill. App. 568 (1930). 


3% Cf. Fla. Comp. Gen. L. Ann. 1927, § 5420. This statute also provides for a lien upon 
crops as well as one upon property “usually kept on the premises.” 
37 Ga. Code 1933, § 61-203. 


38 Amer. Exch. Bank v. Goodlee Realty Corp., 135 Va. 204, 116 S.E. 505 (1923). Cf. Va. 
Code Ann. 1936, §§ 5523-5524. 
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been enacted in a few states,3* give the landlord a security interest for the payment of 
the rent from the beginning of the tenancy, whereas it has been noted, the landlord’s 
lien that results from distress proceedings dates from the levying of the distress 
warrant. 

Commonly a statutory lien is given on agricultural products,** probably because 
the common law did not authorize the levying of distress on such property.* Thus in 
Illinois the statutory lien on crops attaches from the time of the commencement of the 
crop’s growth, whether the rent is then due or not;# it is a paramount lien* and is not 
defeated by the tenant’s sale of the crop to a person who has notice of the tenancy.“ 

Innkeepers were the only type of landlords afforded the protection of a lien at 
common law.‘ Modern legislation has increased the types of landlords similarly pro- 
tected. Attention has been drawn to statutes providing for a general landlord’s lien 
on the personal property of his tenant and to those giving a lien on crops to lessors or 
farm lands. In addition, modern statutes extend the lien to such comparatively 
recent institutions as the boarding house‘? and the apartment hotel.+ 

The justification for distress for rent as a method of acquiring a lien would appear 
to be grounded on a historical basis. During the feudal period distress for rent had 
been regarded as the landlord’s ordinary remedy and developed when rent was con- 
sidered as a thing issuing from the land, being treated much like an estate in land.49 
Today rent is a payment for the use of land and arises from the contractual relations 


39 Ala. Code 1928, § 8814 (landlords of storehouses and other buildings; enforceable by 
attachment); Ariz. Rev. Code 1928, 1958 (property of tenant, including crops grown on prem- 
ises; enforced by action to recover possession); Fla. Comp. Gen. L. Ann. 1927, § 5420 (prop- 
erty usually kept on premises; enforced by distress warrant); Ga. Code 1933, § 61-2 (lien arising 
at time of levy of distress warrant). 


4° Besides the Illinois statute, typical statutes are: Ga. Code 1933, §§ 61-203; N.M. Stat. 
Ann. 1929, §§ 82-101; Ark. Dig. Stat. 1937, § 8845. 
# “At common law, on the ground that it could not be returned in the same condition, and 


also because not susceptible of identification, growing grain and grain in sheaves was exempt 
from distress.” 2 Tiffany, op. cit. supra note 8, at § 328d. 


# Watt v. Schofeld, 76 Ill. 261 (1875); Harvey v. Hampton, 108 Ill. App. 56 (1903). The 
lien on crops does not grow out of the levy of a distress warrant. Wetsel v. Mayers, 91 Ill. 497 
(1879). Distress proceedings may be used to enforce the lien. Bates v. Hallinan, 220 Ill. 21, 
77 N.E. 115 (1906). Where it appears that the tenant is about to sell and remove, or permit 
to be removed, such of the crops as will endanger the lien of the landlord, the latter may in- 
stitute distress proceedings before the rent is due. Ill. Rev. Stat. 1935, c. 80, § 35. 

43 Lillard v. Noble, 159 Ill. 311, 42 N.E. 844 (1896). 

44 Lawrence v. Elmwood Elevator Co., 25 Ill. App. ror (1929). 


4S Brown, Personal Property § 114 (1936). Aside from the innkeeper, landlords were given 
no lien by the common law; but they had the right to distrain. 1 Jones, Liens § 540 (3d ed. 
1914); 2 Tiffany, op. cit., supra note 8, at § 320. 

See notes 31 and 32 supra. 

47 Almost every state has a statute giving a lien to boarding-house keepers. For a discussion 
of the statutes, see 1 Jones, op. cit., supra note 45, at § 515. 

# Cahill’s N.Y. Consol. L. 1930, §§ 34-181; Deering’s Cal. Civil Code 1937, § 1861-a (fur- 
nished apartments or bungalow courts); Ore. Code Ann. 1935 Supp., § 51-1401 (apartment 
house). 


49 7 Holdsworth, op. cit. supra note 10, at 262 ff. 
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between the lessor and lessee. Thus distress is in the nature of a hangover, although it 
may be justified on its own grounds in that it provides an easily workable protection 
to a particular kind of creditor, and just because it is not available for most creditors 
is not a complete reason why it should not be available for a particular one. 

The rights bestowed upon landlords by distress and lien statutes may appear to 
work undue hardship on the tenant despite the fact that generally certain property is 
by statute exempt from distress and execution.’* The lien of the innkeeper on the per- 
sonalty which the transient brings upon the premises is justifiable on account of the 
obligation of the innkeeper to take in any traveller who seeks shelter in his establish- 
ment and because of the extraordinary responsibility of the innkeeper for the goods of 
his guest.s* These reasons, however, do not adequately explain the existence of such 
liens as those granted other landlords. Whether the lien be one that arises upon a dis- 
tress for rent or whether it be one that is given by statute, it may be that the lessor is 
given extraordinary protection’* because he is considered a peculiar type of creditor, 
having permitted the tenant to have the use of part or all of his land, a subject which 
has always been a favorite of the law, and having provided the tenant with one of the 
primary essentials of life, whether it be a place for a home or a location for his busi- 
ness.53 A comparison of the landlord’s lien with liens based on possession, such as those 
given the attorney, the warehouseman, and the ship-owner, suggests that the landlord 
is in a situation analogous to that of one in possession. That is, the landlord is also 
entitled to protection because the tenant, by placing his chattels on the leased premises, 
in effect is putting the landlord in possession of the chattels. Furthermore, it appears 
that the landlord’s lien is almost universal, probably on account of this reason. It is 
found in the Civil Codes of Germany,54 Switzerland,s and France,® as well as in the 
United States and England. 


Practice—Federal Rules of Civil Procedure—Pleading of Contributory Negligence 
—[Federal].—The plaintiff brought an action in the federal district court of Illinois, 
for injuries received in an automobile accident. The complaint did not have an allega- 
tion negativing contributory negligence. The defendant moved to dismiss the com- 
plaint on the ground that the decision in Erie R. Co. v. Tompkins* made Rule 8(c) of 


s° At common law very little of the tenant’s property was exempt from distress for rent. 
Now, however, in those jurisdictions having statutes, either specific exemptions are set out or 
the general exemption statutes apply. See 1 Jones, op. cit. supra note 45, at § 563 (3d ed. 
1914) and 2 Tiffany, op. cit. supra note 8, at § 328k. For the Illinois exemption statute, see 
Ill. Rev. Stat. 1937, c. 52, § 13. 


5st Brown, op. cit. supra, note 45, at § 114; 7 Holdsworth, op. cit. supra note 10, at 512. 

5? Unless good reasons are proferred for the existence of the landlord’s lien, this protection 
would seem to be an unfair discrimination among creditors in favor of the landlord. 2 Corn. L. 
Q. 357 (1917). 

53 One authority defends this added protection given the landlord on the grounds that other- 
wise the poor would be unable to secure credit and to rent property. 1 Jones, op. cit. supra note 
45, at § 54o. 

54 German Civil Code, §§ 559-63. 

58 Swiss Code of Obligations, art. 272-4. % French Civil Code, art. 2102, no. 1. 


* 304 U.S. 64 (1938) holding “‘there is no federal common law” and expressly overruling 
Swift v. Tyson, 16 Pet. (U.S.) 1 (1842). 
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the Federal Rules of Civil Procedure? inapplicable because the Illinois rule requiring 
the plaintiff to plead freedom from contributory negligence is one of substantive law. 
Held, motion sustained. Francis v. Humphrey.4 

In Washington and Georgetown R.R. Co. v. Gladmon,s the leading case for the federa 
rule requiring the defendant to plead and prove contributory negligence, the only law 
capable of being applied was federal law because the action was brought in the District 
of Columbia for a tort occurring there. This decision did not decide whether the plead- 
ing and proving of contributory negligence is procedural or substantive law. But the 
Supreme Court and lower federal courts have subsequently applied this rule even 
though the state rule of pleading contributory negligence where the federal court was 
sitting was otherwise.® If the rule was procedural, the Conformity Act? would seem to 
require the federal courts to follow the state decisions, but since the cases follow the 
Gladmon ruling without discussing this problem it can be contended that the burden 
of pleading and proving contributory negligence is by implication substantive law.* 
The Erie doctrine, however, because of the constitutional injunction on the federal 
courts to apply state substantive law and because Rule 8(c) of the rules of Federal 
Procedure state that contributory negligence is an affirmative defence, has made it 
necessary to determine whether the rule of pleading and the generally resulting burden 
of proving contributory negligence? is a rule of substantive or of procedural law. 

Because the Supreme Court could adopt only rules of procedure, it would seem that 
the promulgation of the Federal Rules by the Supreme Court indicates that Rule 8(c) 
is procedural.*® Also, after the approval of the Federal Rules, the Supreme Court, in 
the same term, decided the Erie case; hence it can be contended the Supreme Court did 
not intend to nullify the rule.** Although the court in the instant case relied on Central 


2 48 Stat. 1064 (1934), 28 U.S.C.A. § 723b (1938). The Enabling Act for the Federal Rules. 
Rule 8(c): ‘‘Affirmative Defenses. In pleading to a preceding pleading, a party shall set forth 
affirmatively . . . . contributory negligence .. .. and any other matter constituting an avoid- 
ance or affirmative defense.” 

3 Calumet Iron and Steel Co. v. Martin, 115 Ill. 358, 368, 3 N.E. 456, 460 (1885). 

425 F. Supp. 1 (Ill. 1938). 

$15 Wall. (U.S.) 401 (1872). See also Indianapolis & St. L. R.R. Co. v. Horst, 93 U.S. 291, 
298 (1876); Hough v. Railway Co., 100 U.S. 213, 225 (1879). 

6 Pokora v. Wabash R. Co., 292 U.S. 98 (1933); Hemingway v. Illinois Cent. R. Co., 114 
Fed. 843, 846 (C.C.A. sth 1902); Bowker v. Donnell, 226 Fed. 359 (D.C. N.Y. rors). 

717 Stat. 197 (1872), 28 U.S.C.A. § 724 (1938). 

§ Swift v. Tyson, 16 Pet. (U.S.) 1 (1842); 3 Moore, Federal Practice 3068 (1938); 2 Foster, 
Federal Practice 880 (1901). See Parramore v. Denver & R.G.W. R. Co., 5 Fed. (2d) 912, 914 
(C.C.A. 8th 1925) for a dictum stating that the question of contributory negligence is a ques- 
tion of general law. 

* The Federal Rules are silent on the burden of proof. However, the pleadings usually de- 
termine the burden of proof. Thayer, Preliminary Treatise on Evidence at the Common Law 
353 (1898). But see, 5 Wigmore, Evidence § 2486 (2d ed. 1923). 

© 48 Stat. 1064 (1934), 28 U.S.C.A. § 723b (1938). The Enabling Act for the Federal 
Rules: “‘.... Said rules shall neither abridge, enlarge, nor modify the substantive rights of any 
litigant.” 

™ Moore, Federal Practice 571 (1938). The Federal Rules were promulgated on December 


20, 1937 and became effective on September 16, 1938. Rule 86 of the Federal Rules of Civil 
Procedure. The Erie decision was rendered April 25, 1938. 
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Vi. Ry. v. White,” which was an action arising under the Federal Employers’ Liability 
Act, the holding in the Central Vt. Ry. case involved the burden of proving (not the 
pleading of) contributory negligence as related to a statute creating a substantive 
right. A rule of law though normally procedural can be deemed substantive when a 
statute inherently ties up the procedural aspect with the substantive right.*3 In the 
absence of a statute, the burden of proving contributory negligence merely settles the 
procedural question of presenting facts to the court so that the Central Vit. Ry. case 
is not strictly in point. 

Where an accident occurs in state 1 and suit is brought in state 2, the general view 
is that with reference to the pleading and proving of contributory negligence state 2 
will apply its own rules." State 2 uses its own rules of procedure because the shifting 
of the burden of pleading and proving contributory negligence does not abolish any of 
the substantive rights of the parties, but allocates their duties as to presenting facts." 
To apply the procedural laws of different jurisdictions would greatly impede the court 
in the administration of justice.'7 The federal courts therefore when confronted with 
the problem of deciding whether the pleading and proving of contributory negligence 
is procedural or not, should approach the question from this point of view. Besides, 
since the state courts’ decisions generally indicate that they consider their own rules as 
to pleading and proving contributory negligence procedural, as is the case in Illinois," 
deference for state substantive law under the Erie case could hardly require the appli- 
cation of the state rules on these issues in the federal courts. 


12 238 U.S. 507 (1914); of. Schopp v. Muller Dairies, 1 F. Supp. 50 (N.Y. 1938), where the 
court relied on the Central Vt. Ry case in holding the burden of proof substantive; noted in 
87 U. of Pa. L. Rev. 344 (1939). See also 38 Col. L. Rev. 1472 (1938). 


"3 The argument is used when the statute of limitations is invoked so that a state can limit 


the time on which an action can be commenced. Goodrich, Conflicts of Laws 202 (2d ed. 
1938); 3 Beale, Conflicts of Law 1609 (1935). Cf. Rosenzweig v. Heller, 302 Pa. 279, 153 Atl. 
341 (1931); St. Louis, I.M. & S. Ry. Co. v. Hambrick, 97 S.W. 1072 (Tex. 1906). 


4 Stumberg, Conflict of Laws 135 (1937). See Fitzpatrick v. International Ry. Co. 252 
N.Y. 127, 169 N.E. 112 (1929) where the court by way of dictum said the determination of the 
burden of proving contributory negligence in a common law action is procedural. 


8 Levy v. Steiger, 233 Mass. 600, 124 N.E. 477 (1919); Holland Adm. v. Boston & Maine 
R.R., 279 Mass. 342, 181 N.E. 217 (1932); Jenkins v. Minneapolis & St. L. Ry. Co., 124 Minn. 
368, 145 N.W. 40 (1914). 3 Beale, Conflict of Laws 1609 (1935); Stumberg, Conflict of Laws 
131 (1937); Rest., Conflicts §§ 585, 592 (1934). Contra, Prescourt v. Driscoll, 85 N.H. 280, 
157 Atl. 525 (1931); Southern Ry. Co. v. Robertson, 7 Ga. App. 154, 66 S.E. 535 (1909); Fitz- 
patrick v. International Ry. Co., 252 N.Y. 127, 169 N.E. 112 (1929). 


6 In Ginsberg v. Ginsberg, 361 Ill. 499, 507, 198 N.E. 432, 436 (1935), the court said on the 
issue of determining the burden of proof in wills’ cases: “‘Appellant contends that . . . . the 
constitution would be violated if . . . . the burden of proof is held to be put upon the contest- 
ants. His argument is that the Civil Practice Act can embrace the subject of procedure alone, 
and that a change of the burden of proof amounts to a change in the substantive law of wills. 
. ... The cases relied upon by appellant do not hold that this rule is a part of the substantive 
law of wills. It is clear that instead it was always a rule of procedure.’’ See also Sackheim v 
Piqueron, 215 N.Y. 62, 109 N.E. 109 (1915); Stumberg, Conflict of Laws 135 (1937). 


*7 Stumberg, Conflict of Laws 128 (1937); 3 Beale, Conflict of Laws 1599 (1935). 
*8 See Ginsberg v. Ginsberg, 361 Ill. 499, 507, 198 N.E. 432, 436 (1935); note 16 supra. 
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Practice—Power of Federal Court To Deny New Trial upon Defendant’s Consent 
to Increased Damages—{Federal].—In an eminent domain proceeding the jury made 
an award of $9,000. On the condemnee’s motion for a new trial the district court ruled 
that the only ground for a new trial was the inadequacy of the verdict and that the 
motion would be granted unless the condemnor would consent to a verdict increased 
to $16,000. Consent was given. On cross-appeals held, judgment affirmed. The United 
States, having consented to the additur, cannot complain thereof. The conditional 
order did not violate the condemnee’s constitutional right to a jury trial; the use of the 
additur in the federal courts is proper where the only error lies in the inadequacy of 
the damages. United States v. Kennesaw Mountain Battlefield Association. 

The converse of the device employed in the present case, the practice of permitting 
the trial judge to refuse a new trial upon a plaintiff’s consenting to a remission of that 
part of the verdict which the court regards as in excess of the amount which the jury 
might reasonably have awarded, is well-established.? In approving the use of the 
remittitur, the Supreme Court has held that it does not violate the guaranty of a jury 
trial set forth in the Seventh Amendment.’ Despite the obvious analogy between the 
remittitur and the denial of the plaintiff’s motion for new trial on condition that the 
defendant consent to an increase in the verdict to an amount which the court considers 
adequate, the Supreme Court, by a five-four decision, held in Dimick v. Schiedt4 that 
an additur violated the plaintiff’s right to a jury’s verdict upon the question of 
damages. The rather tenuous distinctions made by the Court have been adequately 
criticized elsewhere.s 

In approving the use of the additur in the instant case, the Circuit Court of Appeals 
ruled that a jury was not required at common law for an eminent domain proceeding 
and, thus, distinguished this case from the personal injury action of the Dimick case.® 
More significantly, however, the court, assuming it might be wrong on the jury issue, 
restricted the decision in the Dimick case to a situation in which the inadequacy of the 
verdict is accompanied by other serious error. Such a narrow interpretation finds little 
support in the facts of that case, as they appear in the Supreme Court’s decision, or in 
the arguments advanced by the Court in support of its ruling. The majority of the 
Court makes no mention of error other than the inadequacy of the verdict and the case 
has been cited as laying down the broad rule that an additur is improper in any action 
falling within the scope of the Seventh Amendment.’ Although the distinction may be 
doubtful, it does find justification in the compelling reasons in favor of the adoption of 

* 99 F.(2d) 830 (C.C.A. 5th 1938). 

? 2 Univ. Chi. L. Rev. 154 (1934). The entire body of rules governing the use of remittiturs 
and additurs has been very thoroughly covered in a note, 44 Yale L.J. 318 (1934). 

3 Arkansas Valley Land and Cattle Co. v. Mann, 130 U.S. 69 (1889). 

4 293 U.S. 474 (1935). 

5 83 U. of Pa. L. Rev. 684 (1935). The decision of the Circuit Court of Appeals, affirmed by 


the Supreme Court, was noted in 33 Mich. L. Rev. 138 (1934); 48 Harv. L. Rev. 333 (1934). See 
also 44 Yale L. J. 318, 323 (1934). 


* While a condemnee’s right to have the award fixed by a jury has not been determined, 
numerous dicta in the decisions of the Supreme Court seem to indicate that the possibility 
that such right will be upheld is remote, Blair, Federal Condemnation Proceedings and the 
Seventh Amendment, 41 Harv. L. Rev. 29, 41 (1927). 


7 See 3 Moore, Federal Practice 3244, n. 11 (1938); 19 Minn. L. Rev. 661, 663 (1935). 





514 THE UNIVERSITY OF CHICAGO LAW REVIEW 


the additur in the federal courts. The additur has a definite value in facilitating ju- 
dicial administration and the position taken by the Circuit Court of Appeals in the 
instant case may indicate to the changed personnel of the Supreme Court a method by 
which the unduly restrictive decision in Dimick v. Schiedt may be avoided. 

Despite the apparent absence of limitation upon its adoption,® the additur has re- 
ceived comparatively little recognition in the state courts.® In a few cases its use has 
been expressly overruled, but these decisions may be distinguished on the ground that 
there was some question as to whether the defendant was liable at all since there was 
either an express finding of no liability,"® or the damages awarded by the jury were 
merely nominal." In Illinois the device seems to be limited to cases where the in- 
adequacy of the verdict is due to the omission of some specific, definitely calculable 
item. Some courts, however, have permitted the use of the additur in cases where the 
deficiency in the damages awarded cannot be accurately fixed.3 Thus, in Gaffney ». 
Illingsworth'4 the New Jersey court approved the trial judge’s conditional denial of the 
plaintiff’s motion for a new trial. Where the trial judge is given the power to set aside 
a verdict and order a new trial solely on the ground of inadequate damages,"s there 
seems to be no objection to allowing the defendant to avoid the expense of retrial by 
consenting to an increase in the verdict to the least amount which the court would have 
approved in the first place." 


Sales—Implied Warranty—Liability of Restaurateur to Customer’s Guest—[Eng- 
land].—The plaintiffs, husband and wife, entered a restaurant and each ordered food. 
The wife’s subsequent illness was caused by contaminated fish served by the defendant. 
She brought this action for breach of an implied warranty of fitness; her husband who 
paid for the meals claimed special damages for the expenses of her illness, Held, re- 
covery granted both plaintiffs. The court found an implied contract between the wife 


8 The Seventh Amendment applies only to the federal courts, Pearson v. Yewdall, 95 U.S. 
294 (1877). Most state constitutions do not follow the narrow language employed in the Sev- 
enth Amendment, 44 Yale L.J. 318, 322 (1934). 

9 Note 32 Mich. L. Rev. 538 (1934). 


© Shanahan v. Boston & N.St. Ry. Co., 193 Mass. 412, 79 N.E. 751 (1907); Goldsmith v. 
Detroit, J. & C. Ry. Co., 165 Mich. 177, 130 N.W. 647 (1911). 

™ Bradwell v. W.E. Ry. Co., 139 Pa. 404, 20 Atl. 1046 (1891); Lorf v. Detroit, 145 Mich. 
265, 108 N.W. 661 (1906). 

Carr v. Miner, 42 Ill. 179 (1866); James v. Morey, 44 Ill. 352 (1867). See also Autman v. 
Thompson, 19 Fed. 490 (C.C. Minn. 1884); E. Tris Napier Co. v. Glass, 150 Ga. 561, 104 S.E. 
230 (1920); Clark v. Henshaw Motor Co., 246 Mass. 386, 140 N.E. 593 (1923). 

"3 Marsh v. Minn. Brewing Co., 92 Minn. 182, 99 N.W. 630 (1904); Ford v. Minn. Street 
Ry. Co., 98 Minn. 96, 107 N.W. 817 (1906); Bernard v. City of No. Yakima, 80 Wash. 472, 
141 Pac. 1034 (1914); Clausing v. Kershaw, 129 Wash. 67, 224 Pac. 573 (1924). 

490 N.J.L. 490, ror Atl. 243 (1917) (an action for personal injuries). 

*s Such power has been recognized in the federal courts, Lincoln v. Power, 151 U.S. 436, 
438 (1893); United Press Ass’n v. National Newspaper Ass’n, 254 Fed. 284 (C.C.A. 8th 1918). 

** Under Wisconsin practice a new trial is ordered unless the plaintiff consents to a judg- 
ment for the least amount a jury could reasonably award and the defendant consents to a judg- 
ment for the greatest amount a jury could reasonably award, Campbell v. Sutliff, 193 Wis 
370, 214 N.W. 374 (1927). 
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and the restaurant on which it allowed her to base an implied warranty from the 
defendant. Lockett v. Charles, Lid.* 

In order to allow the plaintiff wife to recover for the breach of an implied warranty 
of fitness, the court was forced to find an implied contract between her and the de- 
fendant where a layman’s rules of etiquette would find none. It was able to do so by 
laying down the proposition that when two people, whether or not husband and wife, 
order food in a restaurant, each makes himself liable for the price of the food, regardless 
of the arrangement between the two for the ultimate distribution of the expense. This 
situation is to be contrasted with the one in which one person arranges a banquet, 
for here the contract is clearly between the one “in charge of the proceedings” and the 
hotel or restaurant, and presumably guests made ill by the food could not recover 
damages on a warranty theory but would be limited to a negligence action. 

The legal relations of restaurateur and customer have been frequently the subject 
of notes.? Some jurisdictions hold a restaurateur liable to a customer only for negli- 
gence, a few aiding the plaintiff with the doctrines of res ipsa loquitur or negligence 
per se for the violation of a public health or pure food statute. These jurisdictions hold 
that the providing of food by a restaurateur is not a sale but merely the providing of a 
service.s The more modern view is that a restaurateur sells food as does a retailer, and is 
liable for defective food on an implied warranty theory, which in effect is the imposi- 
tion of absolute liability.4 

The interesting problem presented in the present case was the court’s handling of 
the legal position of the woman plaintiff so as to allow her to maintain her action on an 
implied warranty theory. The fact that the court went to great lengths to establish an 
implied (in fact) contract between the wife and the restaurant may indicate that its 
holding has somewhat the character of a legal fiction, and as such may not always give 
adequate relief to a non-purchaser who has been damaged by unfit food. Thus the 
court implied that banquet guests could not maintain an action on an implied warranty 






*159 L.T.R. 547 (K. B. D. 1938). 


2 26 Mich. L. Rev. 461 and 825 (1928); 13 Minn. L. Rev. 265 (1929); 8 So. Calif. L. Rev. 52 
(1934); 2 Univ. Chi. L. Rev. 653 (1935); 24 Georgetown L. J. 1031 (1936); 2 U. of Pitt. L. Rev. 
218 (1936); 20 Minn. L. Rev. 527 (1936); 15 Chicago Kent Rev. 253 (1937). 


3 Valeri v. Pullman Co., 218 Fed. 519 (D.C. N.Y. 1914); Bigelow v. Maine Cent. Ry. Co., 
110 Me. 105, 85 Atl. 396 (1912); Merrill v. Hodson, 88 Conn. 314, 91 Atl. 533 (1914); Rowe v. 
L. and N.R. Co., 29 Ga. App. 151, 113 S.E. 823 (1922); Kenney v. Wong Len, 81 N.H. 427, 
128 Atl. 343 (1925); Nisky v. Childs Co., 103 N.J.L. 464, 135 Atl. 805 (1927); Rickner v. Ritz 
Restaurant Co., 13 N.J. Misc. 818, 181 Atl. 398 (1935); Child’s Dining Hall Co. v. Swingler, 
197 Atl. 105 (Md. 1938). 

4 Friend v. Childs Dining Hall Co., 231 Mass. 65, 120 N.E. 407 (1918); Greenwood v. John 
R. Thompson Co., 213 Ill. App. 371 (1919) (distinguishing Sheffer v. Willoughby, 163 Ill. 518, 
45 N.E. 253 (1896) on ground that the older case involved only the question of negligence) ; Bar- 
ringer v. Ocean Steamship Co., 240 Mass. 405, 134 N.E. 265 (1922); Smith v. Carlos, 215 Mo. 
App. 488, 247 S.W. 468 (1923); Temple v. Keeler, 238 N.Y. 344, 144 N.E. 635 (1924); Heise 
v. Gillette, 83 Ind. App. 551, 149 N.E. 182 (1925); Smith v. Gerrish, 256 Mass. 183, 152 N.E. 
318 (1926); Mix v. Ingersoll Candy Co., 6 Cal. (2d) 674, 59 P. (2d) 144 (1936); Goetten v. Owl 
Drug Co., 6 Cal. (2d) 683, 59 P. (2d) 142 (1936); Schuler v. Union News Co., 4 N.E. (2d) 465 
(Mass. 1936); Lewis v. Roescher, 193 Ark. 161, 98 S.W. (2d) 956 (1936); Stanfield v. Wool- 


worth Co., 143 Kan. 117, 53 P. (2d) 878 (1936); Cushing v. Rodman, 82 F. (2d) 864 (App. 
D.C. 1936). 
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theory. In Bishop v. Weber,5 the court by dictum said that, where guests are entertained 
without pay, it is hard to establish an implied contract between the caterer, who is 
hired by those in charge, and each guest. And in cases of unfit food purchased from a 
retailer, no contract can fairly be implied between the retailer and every member of the 
family. In Gearing v. Berkson‘ the wife purchased meat as agent for her husband. Both 
were made ill, but only the husband was allowed to recover for breach of an implied 
warranty of fitness, and since the defendant was found not guilty of negligence, the 
wife was without remedy. And in actions against a processor of food in sealed packages 
the doctrine of an implied contract likewise fails. In Bourcheix v. Willow Brook Dairy’ 
the plaintiff’s employer was the purchaser. The court said that therefore the plaintiff 
could not maintain an action on an implied warranty. 

Since the implied contract doctrine thus is inadequate, perhaps the third-party bene- 
ficiary doctrine would provide a more adequate remedy for non-purchasers. In Eng- 
land, however, a court could not allow recovery on this theory because it does not en- 
force an ordinary third-party contract. American courts, which could base a recovery 
on this theory, do not seem to have favored it. In Giminez v. Great Atlantic & Pacific 
Tea Co, the court rather tartly disposed of the suggestion by saying: “We do not over- 
look the fact that a sort of third party beneficiary rule might have been invoked to give 
the husband a cause of action in contract. The answer to that contention is that the 
courts have never gone so far as to recognize warranties for the benefit of third per- 
sons.” In Borucki v. MacKensie Bros., Inc.*® the court, in a more satisfactory discus- 
sion of the inapplicability of this doctrine, said the obstacle was that the benefit accru- 
ing to third parties is merely incidental and that the contract of sale was not intended 
to create an obligation of the seller to them. But in Dryden v. Continental Baking Co." 
the court, allowing a non-purchaser recovery on a negligence theory, said that it might 
well be argued that the wife was a third party beneficiary of the contract.” 


If, as the Connecticut court said in the Borucki case, the contracting parties must 
intend to create an obligation of the seller to the non-purchaser before such non-pur- 
chaser can come within the protection of the third party beneficiary doctrine,’ it seems 
that the adoption of this theory would advance one step beyond the implied contract 


5139 Mass. 411, 1 N.E. 154 (188s). 6 223 Mass. 257, 111 N.E. 785 (1916). 


7 268 N.Y. 1, 196 N.E. 617 (1935). For other cases in which non-purchasers have been de- 
nied recovery because of lack of privity of contract, see: Chysky v. Drake Bros. Co., 235 N.Y 
468, 139 N.E. 576 (1923); Prinsen v. Russos, 194 Wis. 142, 215 N.W. 905 (1927); Binion v. 
Sasaki, 5 Cal. App. (2d) 15, 41 P. (2d) 585 (1935); Hazelton v. First Nat’l Stores, 88 N.H. 
409, 190 Atl. 280 (1937). 

§ 2 Williston, Contracts § 360 (rev. ed. 1936); 4 Page, Contracts § 2380 (2d ed. 1920). 

9 264 N.Y. 390, 395, 191 N.E. 27, 29 (1934). 

10 3 A. (2d) 224 (Conn. 1938). ™ 11 Cal. (2d) 33, 77 P. (2d) 833 (1938). 

There are two types of lack of privity, and two types of third party beneficiary contracts 
have been suggested to allow a plaintiff not in privity with the defendant to maintain a con- 
tract action. The Dryden case suggests a third party contract between the purchaser and seller 
on which a non-purchaser can base a contract action; in Ward Baking Co. v. Trizzino, 27 Ohio 
App. 475, 161 N.E. 557 (1928), it was suggested that the contract between the retailer and 
manufacturer was for the benefit of the sub-purchaser. This note is concerned with the former 
type. 

3 See 2 Williston, Contracts § 356A (rev. ed. 1936). 
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doctrine, in that it would probably allow banquet guests to recover from the restaura- 
teur for illness caused by defective food. But, unless the purchaser from a retailer goes 
through the formality of informing the seller that the food is to be eaten by members of 
his family, the doctrine would probably not extend the protection of a warranty to 
such non-purchasers. Hence it seems desirable to place a non-purchaser’s rights on a 
less fictional basis. In Coca-Cola Bottling Works v. Lyons" the plaintiff suffered in- 
juries caused by broken glass in a bottle of the defendant’s product which she had been 
given by a friend who was the purchaser. The court allowed the plaintiff to recover on 
an implied warranty theory, holding that an implied warranty inures to the benefit of 
anyone who comes into rightful possession of the product. This rule, although it is an 
obvious tour de force, is simple and adequate, if the courts wish to extend absolute lia- 
bility. 

Since the practical problem in these cases is simple, it is fair to wonder why courts 
have complicated the discussion with privity of contract. It seems that courts which 
have allowed the purchaser to maintain an action for breach of an implied warranty 
have done so because they felt that one engaged in the distribution of food, whether as a 
restaurateur, retailer, or processor, should be liable even in the absence of negligence. 
With a contract concept thus the basis of the remedy of a tort victim,’5 the courts gen- 
erally have proceeded to use this concept to limit recovery to purchasers, although the 
menace of unfit food to non-purchasers is just as great. This limitation of liability may 
have been the result of conceptual jurisprudence or of a deliberate intention of courts to 
limit a seller’s or processor’s liability. 

The privity concept has been used in other types of cases deliberately to limit lia- 
bility to parties to the contract. In Ulramares Corp. v. Touche" the court used this 
technique to limit liability for negligent misrepresentation to parties to the contract. 
The policy was the court’s desire to save the defendant from liability to an indefinite 
class. 

Since the use of this concept to limit recovery on the negligence theory in the chattel 
cases is now subject to many exceptions,"’ it seems obvious that there is nothing in the 
concept which compels limitation of liability to parties to the contract. Hence its ap- 
plicability in the warranty of food cases may be doubted. And if the policy of the courts 
in these cases, as in the negligent misrepresentation cases, has been the result of fears 
that the seller would be made liable to an indefinite class, it is clear that the policy has 
little application in the warranty of food cases. Unfit food generally exhausts its capac- 
ity to do harm when it reaches its first victim ;?* negligent words may continue to be re- 
lied on, or may be relied on simultaneously by an indefinitely large class of persons. 

™145 Miss. 876, 111 So. 305 (1927). Note that in this case there was a lack of privity in 
both senses discussed in note 12 supra. In Mississippi the manufacturer-consumer gap had 
already been bridged in Rainwater v. Hattiesburg Coca-Cola Bottling Co., 131 Miss. 315, 95 
So. 444 (1923). Also note that the court in the Lyons case discussed a basis of liability closely 
resembling that advanced by the English court in the instant case, but preferred to base its 
decision upon the broader theory that the warranty runs with the title to the goods. 

*s Although a warranty action today is commonly regarded as based upon contract, it 
seems that the action more closely resembles a tort remedy. See 1 Williston, Sales § 197; 
2 Williston, Sales § 614 (2d ed. 1924). 

255 N.Y. 170, 174 N.E. 441 (1931). 11 Harper, Torts § 106 (1933). 

"* For a discussion of this quality of defective chattels, see Labatt, Negligence in Relation 
to Privity of Contract, 16 L. Q. Rev. 168, 188 (1900). 
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Thus, although the rule that the implied warranty inures to the benefit of whoever 
comes into rightful possession of the product is more satisfactory than the implied 
contract or third party beneficiary solution discussed above, it would be preferable for 
courts to determine how far they wish to extend a food seller’s or maker’s absolute lia- 
bility and to apply the rule as one of tort law, rather than to couch absolute liability 
in terms of contracts and warranties. 


Torts—Liability of Charitable Institutions for Negligence of Employees—{Illinois]. 
—The plaintiff, an infant, was placed in a crib in the nursery of the defendant hospital 
together with several other infants. Due to the negligence of the members of the hos- 
pital staff, the adjoining crib, over which an improvised incubator had been placed 
with defective electric wiring, was set on fire, burning the inmate of the crib to death 
and injuring the plaintiff when the fire spread to his crib. The trial court set aside a 
verdict for the plaintiff, awarding him substantial damages for the personal injuries. 
Held, in affirming the trial court’s action, that a charitable corporation organized not 
for pecuniary profit, which derives its funds mainly from public and private charity, 
holds them in trust for the objects and purposes expressed in its charter, and is not lia- 
ble for the negligence of its servants and employees. Maretick v. South Chicago Com- 
munity Hospital. 

The instant case follows the view adopted by the majority of the jurisdictions that 
charitable corporations, such as hospitals, which are operated not for profit, are not 
liable to beneficiaries for personal injuries caused by the negligence of their servants 
or employees. The reason for the rule has been predicated on a number of different the- 
ories.2 Many courts have modified this rule of absolute immunity to the extent that 
charitable hospitals may be liable to their patients where due care was not used in se- 
lecting competent servants and employees,’ or where the patient has paid for services 
rendered,‘ or where the hospital has made an express contract to give certain accom- 

297 Ill. App. 488, 17 N.E. (2d) 1or2 (1938). 

2 (x) “trust fund” theory; (2) “public policy” theory; (3) “governmental agency” theory; 
(4) “waiver” theory; (5) “respondeat superior” theory; (6) “independent contractor” theory. 
A minority of states have refused to exempt charitable institutions from liability on the basis 
of any of these theories. See Mulliner v. Evangelischer Diakonniessenverein, 144 Minn. 392, 
175 N.W 699 (1920); City of Shawnee v. Roush, ror Okla. 60, 223 Pac. 354 (1923); Glavin v. 
Rhode Island Hospital, 12 R.I. 411 (1879) (overruled by statute passed by the Rhode Island 
legislature). For a full discussion and criticism of these various theories see: Feezer, The Tort 
Liability of Charities, 77 U. of Pa. L. Rev. 191 (1928); Ruback, Immunity of Charitable Cor- 
porations for Negligence of Their Servants and Agents, 12 St. John’s L. Rev. 99 (1937); Sef, 
Liability of Private Charitable Corporations for the Torts of Their Agents and Servants, 2 
John Marshall L. Q. 234 (1936). See also Harper, Torts § 294 (1934); 2 Bogert, Trusts and 
Trustees § 401 (1935). 

3 For example, see Taylor v. Flower Deaconess Home & Hospital, 104 Ohio St. 61, 135 N.E. 
287 (1922); Roberts v. Ohio Valley General Hospital, 98 W. Va. 476, 127 S.E. 318 (1925); 
Morton v. Savannah Hospital, 148 Ga. 438, 96 S.E. 887 (1918); 86 A.L.R. 491, 495. 

4 See Tucker v. Mobile Infirmary Ass’n, 191 Ala. 572, 68 So. 4 (1915); Sisters of Sorrowful 
Mother of Zeidler, 82 P. (2d) 996 (Okla. 1938); Wilcox v. Idaho Falls Latter Day Saints’ 
Hospital, 82 P. (2d) 849 (Idaho 1938); Sessions v. Thomas D. Dee Memorial Hospital Ass’n, 
78 P. (2d) 645 (Utah 1938). In Sheehan v. North Country Community Hospital, 273 N.Y. 
163, 7 N.E. (2d) 28 (1937) the court held a charitable hospital liable to a pay patient when in- 
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modations and services and defaults on its obligation or supplies them in a negligent 
manner.s Furthermore, the courts of most jurisdictions are in agreement that charita- 
ble organizations and hospitals are not exempt from liability for personal injuries to em- 
ployees,‘ and to third persons including guests of beneficiaries and invitees.’ 

It is well settled in Illinois by the leading case of Parks v. Northwestern University® 
that a charitable institution is not liable for injuries caused by the negligence of its 
servants and employees since it would be contrary to the intent of the donors to divert 
funds held in trust for charitable purposes. Unlike the courts of most jurisdictions the 
Illinois Supreme Court has never taken the position that the rule does not apply where 
third persons or employees are injured.’ The Illinois Appellate Court has followed the 
implications of the doctrine of the Parks case,'* except for the dictum of one case" 
which stated that a charitable hospital might be liable if it did not exercise due care in 
selecting its staff. This dictum, however, has never been followed by subsequent ap- 
pellate court decisions,’ including, of course, the instant case which conforms closely 
to the strict view of immunity. A careful examination of all of these cases does not seem 
to reveal any significant shift in the traditional attitude of the Illinois cases. 

The “trust fund” theory, when strictly applied as it is in Illinois seems to lead to 
most undesirable consequences. As one writer has so aptly stated," the policy of the 
law requiring individuals to be just before generous should be equally applicable to 


jured by the negligence of the hospital’s ambulance driver moving patient from hospital to his 
home, but only because the personal harm was caused by a mere employee. In New York if 
injury was caused by a member of the medical staff such as by a doctor or nurse, a charitable 
hospital cannot be held liable if it exercised due care in selecting its staff, since such persons are 
independent contractors and not employees of the hospital. See Schloendorff v. National 
Hospital, 211 N.Y. 125, 105 N.E. 92 (1914). 

5 See Armstrong v. Wesley Hospital, 170 Ill. App. 81 (1912); Ward v. St. Vincent Hospital, 
39 App. Div. 624, 57 N.Y. Supp. 784 (1899); Lavere v. Smith’s Falls Public Hospital, 35 Ont. 
L. Rep. 98, 26 D.L.R. 396 (1915). 

* See Harper, of. cit. supra note 2, at § 294; 2 Bogert, of. cit. supra note 2, at § 4or. 

7 Ibid. 

® 218 Ill. 381, 75 N.E. 991 (1905). In this case a dental student sued Northwestern Univer- 
sity for injuries leading to the loss of an eye resulting from negligence of a professor in conduct- 
ing an experiment in a laboratory. Accord: Marabia v. Thompson Hospital, 309 Ill. 147, 140 
N.E. 836 (1923); Hogan v. Chicago Lying-in Hospital, 335 Ill. 42, 166 N.E. 461 (1929). In 
Armstrong v. Wesley Hospital, 170 Ill. App. 81 (1912) the court allowed recovery to a patient 
for personal injuries by a charitable hospital, but only on the ground that the hospital had 
breached an express contract. 

» Of course, the court has never been confronted with this phase of the question except in- 
directly. In Johnston v. City of Chicago, 258 Ill. 494, 101 N.E. 960 (1913), for example, it was 
held that a city was liable for the negligence of a driver of an automobile hired by the public 
library board who collided with the automobile of a third person, on the theory that a munici- 
pal corporation must discharge ministerial acts without negligence. The court, did not indicate 
how it would have decided if the defendant had been a charitable corporation instead of a 
municipal corporation. 
© Simon v. Pelouze, 263 Ill. App. 177 (1931). 
™ Olander v. Johnson, 258 Ill. App. 89 (1930). 


™ See note 10 supra. 13 Harper, op. cit. supra note 2, at § 294. 
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charitable organizations. At the present time charity is not regarded as mere alms- 
giving to the poor, but as an organized social institution serving needs which every 
community must adequately provide for. This changed view of charity requires that 
those agencies which society sets up for this purpose must exercise a reasonable amount 
of care in discharging their obligations, or be liable in damages. This is the view adopt- 
ed by the majority of jurisdictions in this country and is the one which, it is believed, 
should be adopted in Illinois.*¢ 

The possibility of insurance coverage provides an answer to the argument that the 
imposition of such a liability would encompass the destruction of much needed char- 
ities, and also appears to offer a more orderly solution to the problem. Furthermore, 
it is possible that the number of accidents of a type similar to that in the instant case 
might be materially reduced by making charities liable as herein advocated. 


%4 This is the view adopted by the American Law Institute. Rest., Trusts § 402 (1935). 

1s A few cases have decided that the fact that a charitable corporation has taken out casual- 
ty insurance should not affect its liability. Levy v. Superior Ct., 74 Cal. App. 171, 239 Pac. 
1100 (1925); Williams, Adm’x v. Church Home for Females, 223 Ky. 355, 3 S.W. (2d) 753 
(1928); Enman v. Trustees of Boston University, 270 Mass. 299, 170 N.E. 43 (1930). 
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Cases and Materials on Administrative Law. By Kenneth C. Sears. St. Paul: West 

Publishing Co., 1938. Pp. xvi, 800. $6.00. 

Professor Sears has been faced with two problems which seem to harass editors of 
casebooks on Administrative Law. The first problem is the inadequacy of size, for no 
publisher, apparently, can afford to give editors as much space as they need for a com- 
plete casebook on this subject. The second problem is what approach should be se- 
lected. Should it be procedural, purely realistic, or as a branch of Constitutional law. 
Three casebooks in the field might be said to represent each of these types. Professor 
Sears’ book has apparently attempted to combine all three in one volume and, as the 
volume is a small one, the result falls short of being a complete survey of Administra- 
tive Law. The administrative tribunal material, however, is more complete than in the 
other books in the field and to that extent is a unique contribution. 

This collection was originally intended as a basis for a third edition of Freund’s 
Cases on Administrative Law. The editor finally concluded that, although he owed 
much to Professor Freund, the material he wished to present was sufficiently different 
in arrangement and approach that an entirely new collection was the most desirable 
method of presentation. As an introduction to the subject he has retained the treat- 
ment adopted by Professor Freund, and has used a series of cases dealing with the 
remedies available to litigants wishing to test administrative action. 

Many law schools feel that courses on procedure are more suitable for dealing with 
cases on these standard remedies and Professor Sears has arranged his material so that 
the chapter on remedies could readily be omitted. It is Chapter 1 and deals with habeas 
corpus, prohibition, quo warranto, certiorari, mandamus, mandatory injunction, pre- 
ventive injunction, and declaratory judgments. The cases are mostly quite recent 
ones, and the appropriateness of the grouping is clear except as to declaratory judg- 
ments. A study of declaratory judgments in the abstract before the student has ap- 
proached the nature of administrative tribunals and their general purpose seems likely 
to result in an arid as well as confusing discussion of the function of declaratory judg- 
ments. 

The cases on habeas corpus, mandamus, mandatory injunction, preventive injunc- 
tion, and declaratory judgments are mostly recent cases. Those on prohibition, guo 
warranto, and certiorari are mostly of the roth century. The most interesting cases are 
those dealing with injunctions, and they bring up questions of administrative policy 
which, it would seem, could more profitably be studied in the later chapters. Also, a 
relatively larger share of Chapter 1 is given to injunctions than to the other writs and 
processes. Declaratory judgments have only eleven pages, and no Declaratory Judg- 
ment Act is set out. Adopting the editor’s suggestion of beginning with Chapter 2 it 
is difficult to see how these remedies can be related to the other topics in the book. Of 
course many of these same processes come up incidentally in later cases where ade- 
quate study is usually afforded if the opinion is reported as a complete whole. A lot 
of the material on procedure could, perhaps, be placed in a general course on Constitu- 
tional Law under a heading dealing with political questions. Two hundred and five 
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pages are devoted to these remedies, leaving 595 for the general substantive materials 
on Administrative Law. 

Chapter 2 which deals with the general nature of administrative tribunals has the 
currently fashionable opening material and makes possible the use of this casebook by 
schools using the non-procedural approach; 106 pages are devoted to this topic. The 
Congressional Record provides the opening statement as to the existence of 142 bu- 
reaus and agencies in addition to the ten executive departments of the government 
headed each by cabinet members. The 142 bureaus and agencies are listed in this ex- 
cerpt. Quotations from English writers and the classics are introduced in the opinion 
of a well-known Wisconsin case. An address by the President of the American Bar 
Association and quotation of statistics from a law review article follow. 

A series of cases is used to show the nature of administrative tribunals, and they 
deal with the following topics: The Packers and Stockyards Act, The New York Board 
of Fire Commissioners, Massachusetts Fish and Game Commissioners, The United 
States Board of Tax Appeals, The State Highway Commissioner of Virginia, and four 
opinions on the famous case of Morgan v. United States? As the topical arrangement of 
material in the third chapter includes agriculture, that would seem a better place for 
cases on agriculture. 

Continuing the survey, the cases deal with the Postmaster-General, the Indiana 
Board of Tax Commissioners, The New York Blue Sky Law, The Illinois and Inter- 
state Commerce Commissions, the Federal Trade Commission, The Securities and Ex- 
change Commission, The Court of Claims, The Immigration Act of 19109, all as an in- 
troduction to Ohio Valley Water Company v. Ben Avon Borough.s The chapter concludes 
with a New York case on Workmen’s Compensation Law and gives to Crowell v. Ben- 
son‘ only a short note reference. The unorganized “covering” of all these different 
agencies has never seemed to this reviewer a proper method by which to introduce the 
uninitiated student to the uncharted seas of Administrative Law. In this respect Pro- 
fessor Sears follows Professor Stason in the presentation of vast detail. However, in 
the succeeding chapters of the casebook Professor Sears adopts a topical arrangement 
in presenting the different types of agencies “in operation.” 

Chapter 3 opens with a section on Taxation which, while one of the oldest forms of 
administrative activity, does not bring out so clearly the current problems of social and 
economic policy. Perhaps the student will have gained an insight into these problems 
by the study of Chapter 2. Section 2 deals with Immigration cases and very briefly 
covers the material by excerpts from an article and from the Congressional Record. 
Deportation cases are taken up before exclusion cases, a reversal of the historical de- 
velopment, and only a few are given of each. These are from the lower federal courts, 
and the Supreme Court cases are presented second-hand in the opening excerpt and ina 
one page quotation from Dean Van Vleck’s Administrative Control of Aliens. Sections 3 
and 4 of the chapter deal with Health and Morals and Workmen’s Compensation re- 

* State ex rel. Wisconsin Inspection Bureau ef a/. v. Whitman, 196 Wis. 472, 220 N.W. 929 
(1928). 

2 Morgan v. United States, 298 U.S. 468 (1936); 23 F. Supp. 380 (1937); 304 U.S. 1 (1938); 
304 U.S. 23 (1938). (The casebook incorrectly cites these as 303 U.S.). 


3 Ohio Valley Water Company v. Ben Avon Borough, 253 U.S. 287 (1920). (The important 
Supreme Court of Pennsylvania opinion is omitted.). 


4 Crowell v. Benson, 285 U.S. 22 (1932). 
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spectively. The material is brief and again the better known cases are given only pass- 
ing reference. Section 5 deals with Business and has elaborate subsections which are 
mostly bibliographies and citations of cases which are rarely printed in more than the 
title. Section 6 deals with the Interstate Commerce Commission although headed 
Utilities and has a few references to state commissions. The Ben Avon case’ and the 
St. Joseph Stock Yards case‘ are nowhere referred to. A special section, Number 7, is 
assigned to The Perishable Agriculture Commodities Act, and the decisions referred 
to as PACA decisions presumably by the Department of Agriculture. This is in addi- 
tion to the earlier Section 3 on Agriculture. Section 8 on Civil Service closes the chap- 


















































































2 
ter. 
: Chapter 3, probably the most important chapter in the book, gives the impression 
y of introducing the student to materials at second or even third hand and brings up a 
d fundamental problem of modern education as to how far principles can be understood 
d and validly used by persons having only a second or third hand acquaintance with 
> them. The presence of abstracts of administrative decisions does not compensate to 
of any degree for the absence of first-hand material to be found in important judicial opin- 
. ions or in statutes. An appendix at the end contains rules and regulations under the 
PACA referred to above. 
" The rest of the casebook consists of two chapters and appendices. Chapter 4 deals 
oat with officers, their selection, removal, and responsibility. It occupies ninety pages. 
<j Chapter 5 deals with governments’ responsibility, local governments, state govern- 
re ments, and the government of the United States. The chapter occupies seventy-five 
ae pages. The Appendix contains the introduction and Tables of Classification from 
1, “Working Papers on Administrative Adjudication” by Dr. Blachly of the Brookings 
nt Institution. This materia] was originally prepared for the use of the committee on the 
he Judiciary of the Senate of the United States. 
ae This casebook contains more purely administrative material than do the others 
in available. Yet it does not present a realistic cross-section of administrative activity 
aie because of the lack of adequate space. This reviewer feels that a volume of about 
3500 pages would be necessary to achieve such a realistic presentation. The editor’s 
a comprehensive learning, and his knowledge of the most recent material, give the col- 
ial lection a fresh touch, which is most stimulating to all teachers and students of Adminis- 
ms trative Law. 7 
efly James F. Davison 
ord. 
de- The Constitution Reconsidered. Essays edited by Conyers Read. New York: Co- 
arts, lumbia University Press, 1938. Pp. xviii, 424. $3.75. 
nee This is a collection of twenty-seven papers read at the meeting of the American 
m9 Historical Association at Philadelphia in December, 1937, on the occasion of the 
rr sesquicentennial anniversary of the United States Constitution. The papers are 
. 929 grouped into three parts: (1) The background of political, economic, and social ideas 
behind the Constitution; (2) The Constitution and its influence upon American 
938); thought; and (3) Repercussions of the Constitution outside of the United States. 
oa, 5See note 3 supra. 





* St. Joseph Stock Yards Company v. United States, 298 U.S. 38 (1936). 
* Professor, The George Washington University Law School. 
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It is difficult to appraise the work of twenty-seven different authors, but it may 
properly be said that the authors of the eleven papers constituting the first part of this 
volume maintain the standards of scholarship and impartiality which might properly 
be expected in a volume sponsored by the American Historical Association. These 
papers are historical in character, and present an interesting background of the politi- 
cal, social, and economic conditions which affected the framing of the Constitution. 
Of particular value are the first two papers, that by Professor Charles H. McIlwain on 
“The Fundamental Law behind the Constitution of the United States,” and that by 
Professor S. E. Thorne on “The Constitution and the Courts: A Re-examination of the 
Famous Case of Dr. Bonham.” 

The third part of the volume is composed of nine papers which discuss the influence 
of the Constitution of the United States in other countries. These papers are well done 
and present in brief space a picture of the Constitution abroad, with emphasis on 
federalism. 

The second part of the volume is composed of six papers classified under the general 
heading of “The Constitution and Its Influence upon American Thought.” This por- 
tion of the volume is neither scholarly nor impartial, and clearly bears out the state- 
ment of Professor Read, the editor, that it was no easy matter “to find the scholars 
competent to participate” in the program. Such scholars were not found. The char- 
acter of this portion of the volume is typified by the statement of Mr. Max Lerner on 
page 199: “Scratch a fervent believer in judicial supremacy and like as not you will 
find someone with a bitterness about democracy.” There is much inaccuracy and at- 
tempted cleverness in this portion of the volume, directed toward propaganda rather 
than toward scholarly discussion. One turns with pleasure from this portion of the 
present volume to Frankfurter’s little volume on Mr. Justice Holmes, in which the 
author presents in many respects the same point of view as that here represented but 
in which the author shows knowledge of his subject and applies that knowledge honest- 
ly and fairly. Here we have, in at least several of the papers, a lack of knowledge or a 
lack of fairness which is not creditable to the American Historical Association. An au- 
thor is entitled to his view that the framers of the Constitution did a bad job and that 
judicial construction made it worse, but he is not entitled to misrepresent the historical 
facts in support of such a view 

What has just been referred to is a defect of commission. Through defects of omis- 
sion substantially no attention is given in this volume to the most important phase of 
our constitutional history—the adaptation of the Constitution to new economic con- 
ditions, more particularly in the field of interstate commerce. 


WaLtter F. Dopp* 


The Law of the Indian Constitution. By W. Ramaswamy. London: Longmans, 

Green & Co., 1938. Pp. xlii, 450. 215. 

Whether he be a student with the specialist’s interest in the Indian constitutional 
problem or not, the reader of even such a scrupulously detached legal tome as the one 
under review cannot escape a sense of the overwhelming complexity of the federal con- 
stitutional scheme into which the Government of India Act,’ 1935, attempts to mold 


* Member of the Illinois Bar. 
* 26 Geo. V. c. 2. 
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a subcontinent seething with a variety of races, languages, and religions. The author’s 
objective is twofold: he wishes to present a legal interpretation of this Government of 
India Act, and a study of the structure of the Indian constitution before and after the 
federation which is to be created on the basis of this enactment. The “Federation of 
India” does not exist yet, for reasons which clearly reveal the uniqueness of the Indian 
federal problem: this constitution is, neither directly nor indirectly, the creation of the 
people who live under it, but it is a statute of the British Parliament. Furthermore, 
today the India of the Confederation is, strictly speaking, only a geographical unit. 
The Indian States (with roughly two-fifths of India’s area and one-fourth of its popula- 
tion), unlike “British India” in the technical sense of the word, are not subject to 
Parliament’s legislative authority; their membership in the federation-to-be depends 
upon the voluntary surrender by “instruments of accession” of what remains of their 
“internal sovereignty” after more than one hundred years of British ‘“paramountcy.” 
Not before the rulers of states entitled to half the seats of the projected federal upper 
house, the council of state, and jointly representing one half of the population of all 
the states have declared their accession, may the King-Emperor, upon address of both 
houses of Parliament, declare the federation to be established. This condition has not, 
as yet, been fulfilled, in part probably because there is an increasingly articulate body 
of opinion in both the British Indian provinces and the states which holds that, with- 
out the establishment in these more or less absolute monarchies of elective and truly 
representative institutions, the contemplated federation would be thoroughly unac- 
ceptable.? 

This is, then, the federal constitution of a dependent community; the constituent 
units of the federal union are of two fundamentally different types,3 the extent of fed- 
eral authority is correspondingly variable; and this constitution is not a living consti- 
tution, but, as far as the federal establishment and its powers are concerned, in a state 
of suspension. Only if he bears these essentials in mind, can the American student of 
constitutional law and comparative government hope to derive some benefit from a 
study of the new Indian constitution. 

Such an approach is facilitated by the author’s discriminating use of comparative 
materials, drawn from dominion, English, and American experience in which he never 
fails to stress the perturbing relevance of elementary differences. He wistully remarks: 

In other parts of the world a federal state has come into existence as a result of the com- 
pact arrived at by the peoples of the federating units. It is the people of the federating units 
that have determined the nature and the powers of the new federal State... .. When self- 
governing British colonies like the States of Australia or the Provinces of Canada have 
formed themselves into a federal union, it is true that the sanction of an Imperial Parliament 
was necessary to legalize that union; but the principle holds good even in these cases that 


the essential features of the constitution . . . . were determined by the people of the feder- 
ating units themselves.‘ 


Mr. Ramaswamy presents his interpretation along fairly conventional lines. A 

rather useful introduction adequately summarizes the post-war constitutional changes 

in the British Empire and demonstrates that the new Indian constitution does not 

represent a full or partial grant of dominion status to India which had so long been 

promised. The governor general retains control over the federal departments of de- 
* Cf. Round Table. December, 1938, pp. 151 ff. 


3 Not to mention the infinite variety of size and resources. 4P. 92. 
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fense, external, and ecclesiastic affairs; numerous restrictions over Indian legislative 
powers persist; and further, among various other restraints, the fact that the recruit- 
ment for the important public services of India thus far remains in the hands of the 
secretary of state for India is symptomatic of dependence. 

The body of the work begins with a brief history of constitutional developments 
since 1600 which is entirely based on a few standard treatises. This is followed by a 
fair, if formalistic, appraisal of the constitutional structure which grew out of the post- 
war legislation, Montagu-Chelmsford reforms, and a lucid analysis of the legal status of 
the Indian states. There are three chapters on the general aspects of Indian federalism 
and the new constitution, and twenty-five more which cover, always in judicious and 
rarely in a politically realistic fashion, the various parts and chapters of this detailed 
constitutional instrument. 

Granted the fundamental discrepancies, the reader encounters familiar federal prob- 
lems throughout. There is the question of the proper distribution of legislative author- 
ity between federal governments and federated states or provinces—greatly compli- 
cated here by the need for clarifying their authority with relation to that of the Im- 
perial Parliament first. The distribution of powers follows neither the American and 
Australian method with its enumeration of federal powers nor that of the British 
North America Act which enumerates provincial powers and leaves the residue to the 
central legislature. The Indian solutions is novel, Lists of powers reserved to the exclu- 
sive competence of either the federal or member governments and a third list enumerat- 
ing concurrent powers of legislation have been provided, with a special provision for the 
resolution of inevitable conflicts. Since it is taken for granted that unclassified sub- 
jects of legislation will be found to exist, the governor general is called in as arbiter in 
such cases. The reason for this elaborate arrangement is due in no small measure, we 
are told, to the conflicting interests of the Hindu and Mohammedan communities 
which precluded a simpler solution. 

The supreme court holds a key position also in this federal scheme. It is given orig- 
inal jurisdiction in disputes involving “two or more of the following contestants, that 
is to say the federation, any of the provinces or any of the federated states.” The 
court also has appellate jurisdiction involving constitutional questions; it is charged 
with the rendering of advisory opinions, and finally with such civil appellate jurisdic- 
tion as the legislature may impose.’ It may be noted in passing that the constitution, 
while prescribing a sixty-five year age limit for the judges of the federal court, fails to 
determine their number. 

One of the most important aspects of federal intergovernmental relationships, the 
question of the “immunity of instrumentalities’’* receives a detailed and illuminating 
treatment at the hands of the author.* He concludes that a general doctrine of im- 
munity should not apply to the new constitution. This opinion is based on the reason- 


5 Pp. 217 ff. 
* It is subject to certain restrictions, when a federated state is a litigant. 
7Pp. 364 ff. 


® As it was first formulated in this country in McCulloch v. Maryland, 4 Wheat. (U.S.) 
316 (1819). 


° Pp. 97 ff. Ample use is made in this connection of comparative legal materials. 
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ing that, as far as the provincial governments’* are concerned, a contractual element is 
lacking in the relationship; the additional fact that the constitution does make specific 
provision for the mutual tax exemption of federal and provincial properties and incomes 
“leads to the inference that no limitations not expressly provided for in the act itself 
can be permitted to curtail the powers which the federation and the provinces are to 

”” The same he holds to be true for the more uncertain and complex relation 
between the federation and the federated States. Although here a contractual element 
is given, no implied limitations should be allowed beyond the explicit provisions of the 
various “instruments of accession,” which permit adjustments for the states by an in- 
sertion of special clauses, and the constitution. 

These considerations, however, lead into the realm of suggestive legal construction, 
thus far entirely unsupported by judicial determination. For the most part, this book 
contains unadorned but valuable materials and can be a welcome reference work for 
the constitutional lawyer who wishes to explore some novel solutions of ancient prob- 
lems. Whether these solutions will endure in their Indian setting is a question which 
involves the very existence of the British Commonwealth of Nations as we know it. 


Wotrcanc H. Kravus* 


1° Formerly, at least according to the written law, simply subdivisions of a unitary gove rm 
ment, British India. 


* Assistant Professor of Government, Smith College. 
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